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United States Court of Appeals tor the 
District of Columbia 


1 United States Court of Appeals for the District 

of Columbia 

! 

Docket No. 98110 
Louis W. Gunby, Inc., Petitioner, 
vs. 

Commissioner of Internal Revenue, Respondent. 

Appearances: 

For Taxpayer: 

William Stanley 

J. Edward Burroughs, Jr. 

William P. Arnold, Esq. i 

i 

For Comm’r: 

A. H. Monacelli, Esq. 

Docket Entries \ 

1939 

Apr. 20—Petition received and filed. Taxpayer notified. 
(Fee paid). 

Apr. 20—Copy of petition served on General Counsel. 

May 11—Notice of appearances of William Stanley, J. 

Edward Burroughs, Jr. and William B. Arnold, 
as counsel for taxpayer filed. 

June 13—Answer filed by General Counsel. 

June 13—Request for circuit hearing in Washington, D. C., 
filed by General Counsel. 

June 19—Notice issued placing proceeding on Washington, 

D. C. Calendar. Answer to Request served. 

Sept. 13—Hearing set November 2, 1939. 

Oct. 25 —Motion to strike from the Day Calendar of No¬ 
vember 2, 1939, and to place on the Day Calen¬ 
dar of Nov. 9, 1939 filed by taxpayer io/26/39 
granted and continued to 11/9/39. 

Nov. 8—Motion for a continuance to Dec. 6, 1939 and 
application for order to take deposition of Louis 


I 









2 GUNBY, INC., PETITIONER, VS. HELVERING. 

W. Gunby filed by taxpayer. 11/8/39 granted. 
Nov. 8—Order to take deposition of Louis W. Gunby, en¬ 
tered. 

Nov. 15—Deposition of Louis W. Gunby filed (3). Tax¬ 
payer and General Counsel served by Board. 
11/15/39 copy served on General Counsel. 

Dee. 6—Hearing had before Mr. Sternhagen on merits. 

Submitted. Depositions (in toto) received of 
record. Stipulation of facts filed at hearing. 
Briefs due in 45 days; replies 15 days. 

Dec. 14—Transcript of hearing 12/6/39 filed. 

1940 

Jan. 20—Brief filed by taxpayer. 

Jan. 27—Motion for leave to file brief, brief lodged, filed 
by General Counsel. 1/29/40 granted. 

Jan. 29—Copy of brief served on General Counsel. 

2 1940 

Feb. 12—Memorandum reply brief filed by General 
Counsel. 

Apr. 18—Findings of fact and opinion rendered, John M. 

Sternhagen, Div. 10. Decision will be entered 
for the respondent. 

Apr. 23—Decision entered, J. M. Sternhagen, Div. 10. 
June 3—Stipulation of venue filed. 

July 11—Petition for review by United States Court of 
Appeals for the District of Columbia, with as¬ 
signments of error filed by taxpayer. 

July 11—Proof of service filed by taxpayer. 

July 19—Statement of points filed, with proof of service 
thereon. 

July 19—Praecipe for record filed, with proof of service 
thereon. 
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3 Endorsed: United States Board of Tax Appeals j 
Filed Apr 20 1939 

United States Board of Tax Appeals 
Docket No. 98110 

Louis W. Gunby, Inc., a Marvland corporation, Petitioner , j 

I 

v - 

Commissioner of Internal Revenue, Respondent. 

Petition 

\ 

The above named petitioner hereby petitions for a rede- 
termination of the deficiency set forth by the Commissioner j 
of Internal Revenue in his notice of deficiency (IT:R:C- 
5-8; WLM-90D), dated February 21, 1939, and as a basis 
of his proceeding alleges as follows: 

1. The petitioner is a corporation incorporated under 
the law r s of the State of Maryland with its principal office 
at Salisbury, Maryland. The returns for the periods were 
filed with the Collector of Internal Revenue, Baltimore, 
Maryland. 

2. The notice of deficiency (a copy of which is attached 
hereto and marked Exhibit A) was mailed to the petitioner 
on February 21, 1939. 

3. The taxes in controversy are income taxes for the cal¬ 
endar years 1935 and 1936 and in the amount of $1,900.01. 

4. The determination of tax set forth in the said defici¬ 
ency is based upon the following errors: 

(a) The Commissioner of Internal Revenue has errone¬ 
ously increased gain on sales in the year 1935 from $4,818.92 
to $10,490.33. 

4 (b) The Commissioner of Internal Revenue has 
erroneously increased gain on sales in the year 1936 

from a reported ioss of $2,000.00 to a gain of $23,100.90. 

5. The facts upon which the petitioner relies as the basis 
of this proceeding are as follows: 

On or about May 15, 1935 Mr. Louis W. Gunby organ¬ 
ized the petitioner for the purpose of transferring to it 
certain securities in exchange for stock of the petitioner 
so as to simplify the equalizing of gifts to his five chil¬ 
dren. The securities which Mr. Gunby wished to transfer 
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to the corporation had a market value on May 15, 1935 of 
$470,827.86, subject, however, to an indebtedness of $30,000, 
making a net value of $440,S27.S6. The organization of the 
Corporation and the transfer of these securities was han¬ 
dled in the following manner: 

The Board of Directors at its first meeting after the or¬ 
ganization meeting of the corporation authorized the issu¬ 
ance of 4500 shares of preferred stock to be sold at $100 
per share and 25 shares of common stock to be sold at $1.00 
per share. The By-Laws provided that the preferred stock 
should be of a par value of $100 each, and the common stock 
of no par value. Both the preferred and common stock 
carried voting privileges. Mr. Louis W. Gunby subscribed 
to all the shares of preferred stock and his children sub¬ 
scribed to the 25 shares of the common stock in the pro¬ 
portion of 5 shares each. The Board of Directors author¬ 
ized the acceptance of these subscriptions and directed the 
issuance of the shares of stock upon payment of the aggre¬ 
gate purchase price therefor. 

At the same meeting of the Board the Secretary reported 
that Mr. Gunby had offered to sell to the corporation the 
securities enumerated in a statement then presented for 
the sum of $470,827.86, provided that the corporation would 
assume payment of his personal note of $30,000 due to the 
First National Bank of Baltimore. The Board 

5 thereupon authorized and directed the purchase of 
the securities and the assumption of payment of the 

note, and directed that payment for the securities be made 
to Mr. Gunby upon proper transfer and delivery of the 
securities. 

The transfer of the securities to the corporation and the 
issuance of the stock to Mr. Gunby were handled by the 
medium of two checks, both dated May 15, 1935, one drawn 
by Louis W. Gunby on the Salisbury National Bank in the 
sum of $450,000 to the order of Louis IV. Gunby, Inc. and 
the other drawn by Louis W. Gunby, Inc. on the Salisbury 
National Bank in the sum of $440,827.86 to the order of 
Louis W. Gunby. These checks were each deposited on 
July 3, 1935 which was the date on which the certificates 
of stock were ready for delivery to Mr. Gunby. On that 
date the balance in Mr. Gunby’s account at the Bank prior 
to the entries occasioned by these two checks was $17,000.10; 
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and the balance of the account of Louis W. Gunby, Inc. in 
the Bank on said date prior to the entries occasioned by 
these two checks was $3,861.08. The two checks were en¬ 
tered on these two accounts at the same time cancelling 
each other except to the extent of $9,172.14 which vras cred¬ 
ited to the account of the corporation. The certificates of 
stock subscribed to by Mr. Gunby, being certificates No. 1 
for 3,850 shares dated May 15, 1935 and certificate No. 2 
for 650 shares dated May 15, 1935, were signed and issued 
on July 3, 1935 and the securities were turned over by Air. 
Gunby to the corporation on the same date. 

The reason for the payment by Air. Gunby of $9,172.14 
over and above the value of the securities which he trans¬ 
ferred to the company was to bring his transfer to the cor¬ 
poration to the even figure of $450,000 so that the shares 
of the corporation could be issued in that even amount. 

Immediately after the certificates were issued to Mr. 
Gunby he gave to his five children 650 shares of the 
6 preferred stock of the corporation by surrendering 
certificate No. 2 to be transferred to them, and the 
transfer was made of 130 shares to each child, all of these 
certificates being dated Alav 15, 1935. 

The deficiency assessed by the Commissioner results not 
from a consideration of the cost of the securities to Mr. 
Gunby but from the use of the market value of the securi¬ 
ties on Alav 15, 1935, the day of the transfer, as the cost 
basis. 

Wherefore, the petitioner prays that this Board may 
hear the proceedings and determine that no deficiency ex¬ 
ists for the years 1935 and 1936 in the income taxes due 
from the petitioner. 

WILLIAAI STANLEY 
Normandy Building 
Washington, D. C. 

J. EDWARD BURROUGHS, Jr. 
Normandy Building 
Washington, D. C. 

WILLIAM P. ARNOLD 
Normandy Building 
Washington, D. C. 

Counsel for Petitioner 













6 


GUNBY, INC., PETITIONEE, VS. HELVERING. 


7 State of Maryland 

County of Wicomico ss : 

Louis W. Gunby, being duly sworn, deposes and says: 
That he is an officer, to wit: President of Louis W. Gunby, 
Inc., the petitioner above named; that he is duly author¬ 
ized bv said Louis W. Gunbv, Inc. to verify the foregoing 
petition; that he has read the foregoing petition or had 
the same read to him, and is familiar with the statements 
contained therein; and that the statements contained there¬ 
in are true, except those stated to be upon information and 
belief, and that those he believes to be true. 

/s/ LOUIS W. GUNBY 


Subscribed and sworn to before me this 14th day of April, 
1939. 


IVA M. BEARD 


8 1467M 


Notary Public 
Exhibit A 


SX-IT-1 


Treasury Department 
Washington 

February 21, 1939 

Louis W. Gunby, Incorporated, 

Salisbury, Maryland. 

Sirs: 

You are advised that the determination of your income 
tax liability for the taxable vear(s) ended December 31, 
1935 and 1936 discloses a deficiency of $1,900.01 as shown in 
the statement attached. 

In accordance with the provisions of existing internal 
revenue laws, notice is hereby given of the deficiency men¬ 
tioned. 

Within ninety days (not counting Sunday or a legal holi¬ 
day in the District of Columbia as the ninetieth day) from 
the date of the mailing of this letter, you may file a petition 
with the United States Board of Tax Appeals for a redeter¬ 
mination of the deficiency. 

Should you not desire to file a petition, you are requested 
to execute the enclosed form and forward it to the Commis¬ 
sioner of Internal Revenue, Washington, D. C., for the at- 
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tention of IT:C1: P-7. The signing and filing of this 
form will expedite the closing of your return(s) by per¬ 
mitting an early assessment of the deficiency, and will pre¬ 
vent the accumulation of interest, since the interest period 
terminates thirty days after filing the form, or on the date 
assessment is made, whichever is earlier. 

Respectfully, 

GUY T. HELVERING, 

Commissioner , 

By JOHN R. KIRK, 

Deputy Commissioner . 

Enclosures: 

Statement 
Form of w r aiver 

9 Statement 

IT :R :C-5-8 
WLM-90D 

Louis W. Gunby, Incorporated, 

Salisbury, Maryland. 

Tax Liability for Taxable Years Ended December 31, 

1935 and 1936. 

Income Tax 


Year 

Liability 

Assessed 

Deficiencv 

*> 

1935 

$ 197.40 

None 

$ 197.40 

1936 

1,702.61 

None 

1,702,61 

Totals 

$1,900.01 

None 

$1,900.01 


In making this determination of your tax liability, care¬ 
ful consideration has been given to the internal revenue 
agent’s report dated January 4, 1938; to your protests 
dated February 4, 1938 and August 15, 1938; to the state¬ 
ments made at the conference held on August 24, 1938. 

A copy of this letter and enclosures has been mailed to 
your representative F. A. LeSourd, Tower Building, Wash¬ 
ington, D. C., in accordance with the authority contained in 
the power of attorney executed by you and on file with the 
Bureau. 
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1935 

Adjustments to Net Income 

Net loss as disclosed by return ($4,235.73 

Unallowable deductions and additional income: 

(a) Gain on sales 5,671.43 


Net income adjusted $1,435.70 

Explanation of Items 

(a) The transaction whereby the assets of Mr. Louis W. 
Gunby were acquired by you was a sale of same and not a 
non-taxable exchange. 

Investigation disclosed that the assets were acquired by 
the payment of $470,827.86 and the assumption by the tax¬ 
payer of a $30,000.00 note owed by Mr. Gunby to the First 
National Bank. The gain as shown by the original 
10 return was based on the cost of securities to the 
vendor. As the assets were acquired by purchase 
gain or loss is based on the price paid, which is in accor¬ 
dance with the corporate records. The details showing the 
adjusted profit are set forth in schedule A attached hereto. 

Computation of Tax 
Net income adjusted 
Income tax at 13 3/4% 

Income tax assessed: 

Original, account #417237 


Deficiency in income tax 

1936 

Adjustments to Net Income 
Net income as disclosed by return 
Unallowable deductions and additional income: 
(a) Gain on sales understated 


Net income adjusted 

Explanation of Items 
(a) Gain on sales understated: 

Loss reported on the return $ 2,000.00 
Gain corrected 23,100.90 


$1,435.70 
$ 197.40 

None 

$ 197.40 

$24,570.60 

25,100.90 

$49,671.50 


Increase 


$25,100.90 
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In the original return filed gain or loss was based on the 
cost of securities to the vendor. As a sale was completed by 
the method whereby the assets were acquired from Mr. L. 
TV. Gunby, gain or loss is computed on the basis of market 
value of the securities at date of acquisition. 

See Schedule B for the details resulting in the above ad¬ 
justment. 

11 Computation of Tax 

Excess Profits Tax: 

Taxable net income $49,671.50 

Less: Dividends received credit 

(85% of $39,770.92) $33,805.28 

10% of $500,000.00 value of 
capital stock as declared in 
your capital stock tax re¬ 
turn for year ended June 30, 50,000.00 83,805.28 

(a) Net income subject to excess-profits tax 
Total excess-profits tax 
Income Tax: 

Normal Tax 
Taxable net income 
Less: 

Excess-profits tax (paid or accrued) 

Net income for normal tax computation $49,671.50 

Less: 

Dividends received credit, for com¬ 
panies other than mutual invest¬ 
ment companies (85% of divi¬ 
dends received from taxable do¬ 
mestic corporations) $33,805.28 

Dividends paid credit, for mutual 
investment company (dividends 
paid) None 33,805.28 

Normal tax net income 
8% of $ 2,000.00 (Over 0 to $ 2,000) 

11% of $13,000.00 (Over $ 2,000 to $15,000) 

13% of $ 866.22 (Over $15,000 to $40,000) 


$15,866.22 
$ 160.00 
1,430.00 
112.61 


None 

None 

$49,671.50 

None 


Total normal tax 


$1,702.61 
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12 Surtax on Undistributed Profits: 

Taxable net income $49,671.50 

Less: 

Excess-profits tax (paid or accrued) None 
Normal tax $1,702.61 1,702.61 

(a) Adjusted net income $47,968.89 

Less: 

Dividends paid credit 51,616.50 


(b) Undistributed net income None 

Total income tax $ 1,702.61 

Income tax assessed (normal tax and surtax): 

Original, account #417066 None 


Deficiency of income tax 


$ 1,702.61 


Louis *. Gunby, Incor.jurctod Exhibit A 
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15 Endorsed: U. S. Board of Tax Appeals. Received 
Jun 13 1939. 

Endorsed: United States Board of Tax Appeals. Filed 
JTun 13 1939. 

United States Board of Tax Appeals 
Docket No. 98110. 

Louis W. Gunby, Inc., a Maryland corporation, Petitioner , 

v. 

Commissioner of Internal Revenue, Respondent. 

Answer 

Comes now the Commissioner of Internal Revenue by bis 
Attorney J. P. Wenchel, Chief Counsel, Bureau of Inter¬ 
nal Revenue, and for answer to the petition filed herein 
admits and denies as follows: 

1. Admits that the petitioner is a corporation incorpo¬ 
rated under the laws of the State of Maryland with its prin¬ 
cipal office at Salisbury, Maryland, and that the returns for 
the period involved were filed with the Collector of Internal 
Revenue, Baltimore, Maryland. 

2. Admits that a notice of deficiency was mailed to the 
petitioner on February 21, 1939, and that a true and cor¬ 
rect copy of the said notice of deficiency is attached to the 
petition and marked Exhibit A. 

3. Admits that the taxes in controversy are Federal in¬ 
come taxes for the calendar years 1935 and 1936, and that 
the amounts of the deficiencies as determined by the Com¬ 
missioner of Internal Revenue are $197.40 and $1,702.61, 
respectively. 

4. Denies that the Commissioner of Internal Revenue 
erred in manner and form as set forth and alleged in sub- 
paragraphs (a) and (b) of paragraph 4 of the petition. 

5. Denies all of the allegations of fact as set forth and 

alleged in paragraph 5 of the petition. 

16 Denies generally and specifically each and every 
allegation of fact contained in the petition not here¬ 
inbefore specifically admitted, qualified, or denied. 
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WHEREFORE, it is prayed that the appeal be denied. 

Signed J. P. WENCHEL, 

CAG 

Chief Counsel, Bureau of Internal Revenue. 

Of Counsel: 

CHESTER A. GW1NN, 

Division Counsel. 

E. L. CORBIN, 

Special Attorney , 

Bureau of Internal Revenue. 

elc/tls 6-7-39 

17 United States Board of Tax Appeals 

Louis W. Gunby, Inc., Petitioner , 
v. 

Commissioner of Internal Revenue, Respondent. 

Docket No. 98110. Promulgated April 18, 1940. 

A corporation issued its shares for money and purchased 
securities for money without filing a list of securities which 
is required by the state of its creation where capital stock 
is issued for property other than money. Held , the acqui¬ 
sition of the securities was not in exchange for the corpora¬ 
tion’s shares and the corporation’s basis for computing 
gain or loss on the sale of the securities is not the same as 
would be applicable to the transferor, but cost. 

William P. Arnold, Esq., for the petitioner. 

A. H. Monacelli, Esq., for the respondent. 

The Commissioner determined deficiences in petitioner’s 
income tax of $197.40 for 1935 and $1,702.61 for 1936. He 
computed the gain from sales of securities upon the basis 
of the purchase price paid by petitioner. Petitioner con¬ 
tends that in fact it acquired the securities in a nontaxable 
exchange for its own shares, and is entitled to the basis of 
the predecessor owmer. Most of the facts were stipulated 
substantially as follows: 
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Findings of Fact. 

1. The petitioner filed income tax returns for the taxable 
years 1935 and 1936 on the cash disbursements basis. 

2. The petitioner was incorporated on May 9,1935, under 
the laws of Maryland with an authorized capital stock of 
5,000 shares of preferred stock having a par value of $100 
per share, and 1,000 shares of common stock having no par 
value. 

3. On May 15, 1935, occurred the first meeting of the in¬ 
corporators and subscribers to the capital stock of peti¬ 
tioner. At that meeting the bylaws of the corporation 
were adopted, paragraph 5, article I of which provided, 
among other things, that each stockholder should have one 
vote for each share of stock, preferred or common. On 

May 15, 1935, the board of directors held its first 
18 meeting, at which, among other things, it authorized 
the issuance of 4,500 shares of preferred stock to be 
sold at $100 per share and 25 shares of common stock to 
be sold at $1 per share, authorized the acceptance of sub¬ 
scriptions therefor in the amounts and by the persons set 
forth in paragraph 6 herein, and directed the issuance of 
said shares of stock upon payment of the specified pur¬ 
chase price. 

4. At the same meeting of the board on May 15, 1935, the 
secretary reported that Louis W. Gunby had offered to 
sell to the corporation certain securities, enumerated in a 
statement then presented, for the sum of $470,827.86, pro¬ 
vided the corporation would assume payment of his per¬ 
sonal note of $30,000 due to the First National Bank of 
Baltimore. The board thereupon authorized and directed 
the purchase of the securities and the assumption of pay¬ 
ment of the note and directed that payment for said securi¬ 
ties be made to Gunby upon proper transfer and delivery 
thereof to the corporation. 

5. Also at the first meeting of the board of directors a 
resolution was adopted as follows: 

Resolved, That Louis W. Gunby, President of the cor¬ 
poration, be and he is hereby authorized, empowered and di¬ 
rected, from time to time, to purchase and/or to sell and 
transfer for and on behalf of the corporation such securities 
as, in the exercise of his sound discretion, he may deem 
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it wise or expedient for the corporation to purchase and/or 
to sell. 

6. On July 3,1935, when the stock certificates were ready 
for delivery, the capital stock of the corporation was issued 
to the original subscribers as follows: 



Certifi¬ 

Profcrred stock 

Common stock 

Date 

cate No. Name 

Shares 

Amount 

Shares 

Amount 

5-15-35 

1 Louis W. Gunby (father) 

3,850 

$385,000 


«... 

5-15-35 

2 Louis W. Gunby (father) 

650 

65,000 

■ • ■ • 

.... 

5-15-35 

1 Graham Gunby (son) 

• • • • 

.... 

5 

$5 

5-15-35 

2 Alice Gunby Fooks 

(daughter) 



5 

5 

515-35 

3 Louise Gunby Pilchard 

(daughter) 



5 

5 

5-15-35 

4 John K. Gunby (son) 

• • • • 

• • • • 

5 

5 

5-15-35 

5 Joseph Y. Gunby (son) 

.... 

.... 

5 

5 


Total 

4,500 

450,000 

25 

25 


7. On July 3, 1935, Louis W. Gunby executed his check 
dated May 15, 1935, on the Salisbury National Bank to the 
order of the petitioner, in the amount of $450,000 in pay¬ 
ment for the 4,500 shares of preferred stock of the corpora¬ 
tion. On July 3, 1935, certificate No. 1 for 3,850 shares of 
preferred stock and certificate No. 2 for 650 more shares of 
preferred, or a total of 4,500 shares of preferred stock, 
dated May 15, 1935, in the name of Louis W. Gunby, were 
executed and delivered for and on behalf of the corpora¬ 
tion. 

19 8. On July 3, 1935, the corporation executed its 

check dated May 15, 1935, drawn on the Salisbury 
National Bank to the order of Louis W. Gunby in the 
amount of $440,827.86. On July 3, 1935, Louis W. Gunby 
delivered the securities referred to in paragraph 4 hereof, 
having a net fair market value of $440,827.86, and received 
the corporation’s check dated May 15, 1935, referred to in 
this paragraph. 

9. On July 3, 1935, after the said two checks of $450,000 
and $440,827.86, respectively, had been delivered, Mary S. 
Lowe, as private secretary to Louis W. Gunby and as sec¬ 
retary and bookkeeper of petitioner, took both checks to 
the Salisbury National Bank and deposited them to the 
accounts of the respective payees. The balance of Louis 
W. Gunby’s account in that institution immediately prior 
to the entries occasioned by these two checks was $17,000.10 
and the balance immediately subsequent thereto was $7,- 
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827.96. The balance in the account of petitioner in that 
bank immediately prior to the entries occasioned by these 
two checks was $3,861.08 and the balance immediately there¬ 
after was $13,033.22. 

10. Immediately after the certificates were issued to 
Gunby, he gave to his five children 650 shares of the pre¬ 
ferred stock of the corporation by surrendering certificate 
No. 2 to be transferred to them, and the transfer was made 
of 130 shares to each child, all of these certificates being 
dated May 15, 1935. 

11. A schedule of the securities turned over to the cor¬ 
poration by Gunby which were sold during the calendar 
years 1935 and 1936 by the corporation, together with their 
individual values as of pertinent dates, is in evidence. 

12. Section 43 of article 23 of the Maryland Code An¬ 
notated requires that where capital stock is issued for 
property other than money, the board of directors must 
list the securities (a “stock issuance statement”) together 
with an appraisal and description thereof and file the same 
with the state tax commission. Upon receiving the list, 
Ihe commission, under law, submits a copy thereof for filing 
in the clerk’s office of the Superior Court in the county 
in which the corporation is domiciled. The use of checks 
was employed in the foregoing transactions to obviate the 
necessity of having the corporation submit to the Tax 
Commission of Maryland the aforesaid “stock issuance 
statement.” The corporation did not comply with the stat¬ 
utory requirement of an exchange. The transaction was 
in the form of a sale and purported to be a sale. 

13. The deficiency in this case is the result of the Com¬ 
missioner using the value of the securities as of May 15, 
1935 (as in the case of a sale) as a cost basis rather than 
their cost to Gunby (as in the case of a nontaxable ex¬ 
change). 

20 14. For the purpose of this case the value of the 

securities turned over to the corporation by Gunby 
was the same on July 3, 1935, as on May 15, 1935. 


Louis W. Gunby is 86 years old. He is president, treas¬ 
urer, a director, and stockholder of the petitioner. The pe¬ 
titioner was formed so that he might handle his estate 
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while he was living and give his children the benefit of his 
experience and judgment in handling the interests that he 
gave them, and also to equalize his gifts among his children. 

The petitioner did not file with the Maryland Tax Com¬ 
mission the list of securities, their market value, and their 
description as required by the Maryland Code when capital 
stock is issued for property other than money. 

Opinion. 

Sternhagen: Petitioner’s position is that, notwithstand- 
its deliberate purchase of Gunby’s securities for money 
and its intentional omission to issue its own shares for 
them, its acquisition of the securities must be regarded as 
in exchange for its shares. Thus, by reason of sections 
113 (a) (8) and 112 (b) (5) of the Revenue Act of 1934, 
the gain or loss from the sale of the securities would be 
computed upon the same basis as would be applicable to 
Gunby, the transferor, had he sold the securities. Gunby’s 
basis would be his actual cost and, consistently with the 
Commissioner’s present determination, it may be assumed 
that in computing the gain or loss to him from the sale 
of his securities to petitioner such basis was used. It 
should not be used again to determine the gain or loss of 
a succeeding owner, especially his own corporation. 

There is always a difficulty in knowing when a corpora¬ 
tion is to be recognized as a separate taxable person and 
when it is to be regarded as a mere formality. Cases can 
be found pointing each way, and always the circumstances 
deprive the holding of universal significance. There is no 
absolute. However, the general rule is that the corpora¬ 
tion is recognized, and that its treatment as a mere form 
is exceptional. Burnet v. Commonwealth Improvement 

Co., 287 U. S. 415; Higgins v. Smith, -U. S.- (Jan. 

8, 1940). 

Petitioner does not ask that the legal character of the 
corporation as a person be disregarded, but that the legal 
character of its transaction be disregarded The form of 
a sale was, it says, merely “employed to obviate the neces¬ 
sity of submitting” to the Maryland Tax Commission the 
list of securities received for shares issued. By reason, 
therefore, of the petitioner’s willful conduct the state 
21 authorities have recognized its original stock issue 
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as being for money. Is the Board, a Federal tri- i 

bunal, to hold that this is not so and thus in an unrelated j 

Federal proceeding intimate either that the petitioner has 
flouted the law of its creation or that the state has winked j 
at the petitioner’s failure to comply with it? The evidence 
shows that petitioner in fact issued its shares for money 
and therefore that no list of securities was filed with the 
state tax commission. We can not permit the evidence to j 
be warped into a finding that in reality the shares were | 

issued in exchange for securities. Minnie C. Brackett, Ad- j 

ministrairix, 19 B. T. A. 1154; affd., 57 Fed. (2d) 1072. 

The Commissioner correctly held that the petitioner ac¬ 
quired the securities by purchase and that its gain or loss 
upon sale in the tax years was properly to be computed on 
the basis of the cost. The figures in the computation are 
not in dispute. 

Reviewed by the Board. 

Decision will be entered for the respondent. 


Murdock, dissenting: I think the substance of this trans¬ 
action was an exchange within the meaning of section 112 
(b) (5) of the Revenue Act of 1934. Cf. Gulf Oil Corpora¬ 
tion v. Lewellyn, 248 U. S. 71; United States, by Lewellyn 
v. Mellon, 281 Fed. 645. Gunby desired to transfer his se¬ 
curities to the corporation and to receive its stock. He 
tried to give the transaction the semblance of a sale so that 
it might appear to comply with a law of Maryland. He 
gave his check for $450,000 to the corporation as if he was 
subscribing for the preferred stock. But, as a matter of 
fact, he had only $17,000.10 in the bank at that time. Then 
the corporation gave Gunby its check for $440,827.86, as 
if it were buying the securities from him. But it had to 
see that both checks were deposited at the same time be¬ 
cause it had only $3,861.08 in the bank. Those transactions 
were disingenuous and did not make a sale out of what 
otherwise would have been an exchange. The State of 
Maryland is the one to complain if any fraud was prac¬ 
ticed in avoiding its laws. Our function is to decide 
whether upon this state of facts there was an exchange 
within the meaning of section 112 (b) (5). If the Commis¬ 
sioner were contending in this case that the transaction 
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was an exchange, and not a sale, I believe the form would 
be disregarded and the substance adopted. The prevailing 
opinion seems to put undue emphasis upon the fact that 
the petitioner seeks the benefit of an exchange. Our deci¬ 
sion should be the same, no matter which party is to benefit. 

Smith, Leech, Disney, and Kern agree with this dissent. 

22 United States Board of Tax Appeals 

Washington 
Docket No. 98110. 

Louis W. Gunby, Inc., Petitioner , 
v. 

Commissioner of Internal Revenue, Respondent. 

Decision. 

In accordance with the Board’s report, promulgated 
April 18, 1940, it is 

Ordered and Decided that there are deficiencies in income 
tax of $197.40 for 1935 and $1,702.61 for 1936. 

Enter: 

(signed) J. M. STERNHAGEN 

Member. 

Entered Apr 23 1940 

23 Endorsed: U. S. Board of Tax Appeals Filed 
June 3, 1940 

United States Board of Tax Appeals 
Washington 
Docket No. 98110. 

Louis W. Gunby, Inc., Petitioner , 

v. 

Commissioner of Internal Revenue, Respondent. 

Agreement for Review by the United States Court of 
Appeals for the District of Columbia 

It is stipulated and agreed between the parties to this 
proceeding, by their respective under-signed attorneys, that 
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pursuant to the provisions of Section 1141 (b)(2) of the 
Internal Revenue Code, that the decision of the United 
States Board of Tax Appeals entered April 23, 1940, in the 
above-entitled proceeding may be reviewed by the United 
States Court of Appeals for the District of Columbia. 

WILLIAM P. ARNOLD 
Normandy Building 
Washington, D. C. 

Counsel for Petitioner 

SAMUEL 0. CLARK, JR. 
Assistant Attorney General 
Counsel for Respondent 

May 31, 1940 

24 Endorsed: United States Board of Tax Appeals 
Filed Jul 11 1940 

United States Court of Appeals for the District of 

Columbia 

B. T. A. 

Docket No. 98110. 

Louis W. Gunby, Inc., Petitioner , 

v. 

Commissioner of Internal Revenue, Respondent. 
Petition for Review 

To: The Honorable Judges of the United States Court of 
Appeals for the District of Columbia 

Jurisdiction 

Petitioner is a corporation incorporated under the laws 
of the State of Maryland with its principal office at Salis¬ 
bury, Maryland. 

Respondent is the duly appointed, qualified and acting 
Commissioner of Internal Revenue. 

Petitioner filed income tax returns for the calendar years 
1935 and 1936 with the Collector of Internal Revenue, Balti¬ 
more, Maryland. On February 21,1939, the respondent de¬ 
termined a deficiency in income taxes in the amount of 
$197.40 for the year 1935 and $1,702.61 for the year 1936. 
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On April 20, 1939, the petitioner filed an appeal from said 
deficiency with the United States Board of Tax Appeals. 
The case was duly tried by the said Board upon a stipula¬ 
tion of facts, joint exhibits, and the deposition of 

25 Louis W. Gunby. On April 18,1939, the Board prom¬ 
ulgated its opinion and on April 23, 1939, entered its 

decision finding a deficiency in income taxes for the year 
1935 in the sum of $197.40 and for 1936, $1,702.61. 

Review by the United States Court of Appeals for the 
District of Columbia is sought under authority of Sections 
1141(a) and 1142 of the Internal Revenue Code and pursu¬ 
ant to stipulation of counsel for the respective parties hereto 
as provided in Section 1141(b)(2) of the Internal Revenue 
Code. 

Nature of Controversy 

Petitioner received certain securities from Louis W. 
Gunby as of May 15,1935, in exchange for its capital stock 
and sold a portion of them during the years 1935 and 1936. 
The deficiencies result from respondent’s computing a gain 
on account of these sales by using as a cost basis their 
value on May 15,1935, as if the same had been acquired by 
purchase. Petitioner contends that the transaction by 
which the securities were acquired, although in the form 
of a sale, was in fact and law a non-taxable exchange for 
its own stock and that, therefore, the proper basis in com¬ 
puting gain or loss resulting from the sales by petitioner 
in 1935 and 1936 is the cost of the securities to Louis W. 
Gunby. 

26 Assignments of Error 

The petitioner assigns as error the following acts and 
omissions of the United States Board of Tax Appeals. 

1. The Board erred in failing to conclude that, imme¬ 
diately after the transfer of the securities to petitioner, 
Louis W. Gunby was in control of petitioner within the 
meaning of Section 112(h) of the Revenue Act of 1934. 

2. The Board erred in assuming that Louis W. Gunby 
treated the transfer of securities to petitioner as a sale 
and computed a personal gain or loss arising out of the 
transaction on the basis of the actual cost to him; and 
hence it should not be used again to determine gain or loss 
of the succeeding owner, his own corporation. 
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3. The Board erred in concluding that by reason of the 
method used in transferring the securities to petitioner the 
State authorities have recognized petitioner’s original 
stock issue as being for money. 

4. The Board erred in concluding that to hold that the 
transaction in question was a non-taxable exchange within 
the meaning of Section 112(b)(5) of the Revenue Act of 
1934 would be to intimate either that petitioner had flouted 
the law of its creation or that the State had winked at 
petitioner’s failure to comply with it. 

5. The Board erred in giving conclusive effect to mere 
form and in disregarding the true substance of the trans¬ 
action. 

27 6. In determining whether the transaction was a 

sale or a non-taxable exchange, the Board erred in 
failing to consider the fact that neither Louis W. Gunby 
nor petitioner had sufficient funds in bank with which to 
meet the checks given by each to the other to complete the 
alleged sale. 

7. The Board erred in holding that petitioner acquired 
the securities by purchase and not by a non-taxable ex¬ 
change within the meaning of Section 112(b)(5) of the 
Revenue Act of 1934. 

8. The Board erred in holding that petitioner’s gain or 
loss from the sale of the securities in the tax years was 
properly to be computed upon the basis of the valuation of 
the securities on date of acquisition by petitioner. 

9. The Board erred in deciding that there are deficiencies 
in petitioner’s income tax for 1935 and 1936. 

10. The Board erred in that its decision is not supported 
bv the evidence and is contrarv to law. 

* w 

WHEREFORE, petitioner prays that this court review 
the decision of the United States Board of Tax Appeals in 
this cause and that such orders be entered as shall bv this 

w 

Court be deemed meet and proper and in accordance with 
law. 

WILLIAM STANLEY 
J. EDWARD BURROUGHS, JR. 
WILLIAM P. ARNOLD 
Counsel for Petitioner 
Normandy Building 
Washington, D. C. 


24 


GUNBY, INC., PETITIONER, VS. HELVERING. 


28 City of Washington 

District of Columbia ss. 

William P. Arnold, being duly sworn says that he is one 
of the attorneys for the petitioner in this proceeding, that 
he prepared the foregoing petition and is familiar with the 
contents thereof, that the allegations of fact contained 
therein are true to the best of his knowledge, information 
and belief, that this petition is not filed for the purpose of 
delay, and he believes that the petitioner is justly entitled 
to the relief sought. 

WILLIAM P. ARNOLD 

Subscribed and sworn to before me this 11th day of Julv, 
1940. 

RUTH M. KELM 
Notary Public , D. C. 

My commission expires December 16,1940. 

29 Endorsed: U. S. Board of Tax Appeals Filed July 
11, 1940 

United States Court of Appeals 
For the District of Columbia 

B. T. A. 

Docket No. 98110. 

Louis W. Gunby, Inc., Petitioner , 


v. 

Commissioner of Internal Revenue. Respondent. 

Notice of Filing Petition For Rcvieic 

To: Mr. J. P. Wenchel 
Chief Counsel 

Bureau of Internal Revenue 

You are hereby notified that on the 11th day of July, 
1940, a Petition for Review by the United States Court of 
Appeals for the District of Columbia of the decision of the 
United States Board of Tax Appeals heretofore rendered 
in the above-entitled cause was filed with the Clerk of the 
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said Board. A copy of the Petition for Review as filed is 
hereto attached and served upon you. 

Dated this 11th day of July, 1940. 

WILLIAM STANLEY 
J. EDWARD BURROUGHS, JR. 
WILLIAM P. ARNOLD 
Counsel for Petitioner 
Normandy Building 
Washington, D. C. 

Personal service of the foregoing notice, together with a 
copy of the Petition for Review mentioned therein is 
hereby acknowledged this 11th day of July, 1940. 

J. P. WENCHEL, 

Chief Counsel 

Bureau of Internal Revenue 

30 United States Board of Tax Appeals Filed Jul 19 
1940 

United States Court of Appeals 
For the District of Columbia 

B. T. A. Docket No. 98110 

Louis W. Gunby, Inc., Petitioner , 

v. 

Commissioner of Internal Revenue, Respondent. 
Statement of Points 

Points to be relied upon on appeal are set forth in As¬ 
signments of Error contained in Petition for Review. 

WILLIAM STANLEY 
J. EDWARD BURROUGHS, Jr. 
WILLIAM P. ARNOLD 
Counsel for Petitioner 
Normandy Building 
Washington, D. C. 

Service of a copy of the foregoing Statement of Points 
acknowledged this 19th day of July, 1940. 

J. P. WENCHEL 
Chief Counsel , 

Bureau of Internal Revenue 
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31 United States Board of Tax Appeals Filed Jul 19 
1940 

United States Board of Tax Appeals 
Docket No. 98110. 

Louis W. Gunby, Inc., Petitioner , 
v. 

Commissioner of Internal Revenue, Respondent. 
Designation of Record 

To: The Clerk of the United States Board of Tax 
Appeals 

You will please include in the Record upon appeal in the 
above-entitled cause the following: 

1. Docket Entries 

2. Petition 

3. Answer 

4. The Board’s Findings of Fact, Opinion, and Dissent¬ 
ing Opinion 

5. Decision 

6. Agreement for Review by United States Court of Ap¬ 
peals for the District of Columbia 

7. Petition for Review 

8. Notice of Filing Petition for Review 

9. Statement of Points 

10. This Designation 

WILLIAM STANLEY 
J. EDWARD BURROUGHS, Jr. 
WILLIAM P. ARNOLD 
Counsel for Petitioner 
Normandy Building 
Washington, D. C. 

Service of a copy of the foregoing Designation of Rec¬ 
ord acknowledged this 19th day of July, 1940. 

J. P. WENCHEL 
Chief Counsel , 

Bureau of Internal Revenue 
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32 United States Board of Tax Appeals 

Washington 
Docket No. 98110. 

Louis W. Gunby, Inc., Petitioner , 
v. 

Commissioner of Internal Revenue, Respondent. 

Certificate 

I, B. D. Gamble, clerk of the U. S. Board of Tax Appeals, 
do hereby certify that the foregoing pages, 1 to 31, in¬ 
clusive, contain and are a true copy of the transcript of 
record, papers, and proceedings on file and of record in my 
office as called for by the Praecipe in the appeal (or ap¬ 
peals) as above numbered and entitled. 

In testimony whereof, I hereunto set my hand and affix 
the seal of the United States Board of Tax Appeals, at 
Washington, in the District of Columbia, this 5th day of 
Aug. 1940. 

B D GAMBLE 
Clerk, 

United States Board of Tax Appeals. 

Endorsed on Cover: No. 7742 Gunby, Inc., Petitioner, 
vs. Helvering. United States Court of Appeals for the 
District of Columbia Filed Aug 9—1940 Joseph W. 
Stewart Clerk. 
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IN THE 

(Hniteb states Court of Appeals! 

FOR THE DISTRICT OF COLUMBIA. 


April Term, 1940. 
No. 7742. 


Louis \V. Gunby, Inc., Petitioner, 
v. 

Guy T. Helvering, Commissioner of Internal Revenue. 


On Petition to Review Decision of the United States 
Board of Tax Appeals. 


BRIEF FOR PETITIONER. 


JURISDICTIONAL STATEMENT. 

Under authority of Section 1101 of the Internal Rev¬ 
enue Code, Act of February 10, 1939, c. 2, 53 Stat. 158, 
26 U. S. C. 1101, petitioner, on April 20, 1939, filed its 
petition with the United States Board of Tax Appeals 
for a redetermination of a proposed deficiency in pe¬ 
titioner’s income taxes in the amount of $197.40 for 
the year 1935 and $1,702.61 for the year 1936. (R. 

3-5) On June 13, 1939, respondent filed his answer 
thereto (R. 13, 14) and the case was duly tried by the 
Board upon the stipulation of facts, joint exhibits and 
the deposition of Louis W. Gunby. On April 18, 1939, 
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the Board promulgated its opinion (R. 14-20) reported 
in 41 B. T. A. SS4, and on April 23, 1939, entered its 
decision sustaining the deficiencies as determined by 
respondent (R. 20). This appeal is taken to this 
Court pursuant to stipulation of the parties (R. 20, 
21) under Section 1141 (b)(2) of the Internal Reve¬ 
nue Code, c. 2, 53 Stat. 164; 26 U. S. C. 1141 (b)(2), 
and by petition for review filed herein July 11, 1940, 
(R. 21-24) under authority of Sections 1141 (a) and 
Section 1142 of the Internal Revenue Code, c. 2, 53 
Stat. 164, 165; Title 26 U. S. C. 1141 (a), 1142. 

STATEMENT OF CASE. 

The facts are not disputed. They were found by the 
Board as follows (R. 15-18): 

“1. The petitioner filed income tax returns for the 
taxable years 1935 and 1936 on the cash disbursements 
basis. 

“2. The petitioner was incorporated on May 9, 1935, 
under the laws of Maryland with an authorized capital 
stock of 5,000 shares of preferred stock having a par 
value of $100 per share, and 1,000 shares of common 
stock having no par value. 

“3. On May 15,1935, occurred the first meeting of the 
incorporators and subscribers to the capital stock of 
petitioner. At that meeting the bylaws of the corpo¬ 
ration were adopted, paragraph 5, article I of which 
provided, among other things, that each stockholder 
should have one vote for each share of stock, preferred 
or common. On May 15, 1935, the board of directors 
held its first meeting, at which, among other things, it 
authorized the issuance of 4,500 shares of preferred 
stock to be sold at $100 per share and 25 shares of com¬ 
mon stock to be sold at $1 per share, authorized the ac¬ 
ceptance of subscriptions therefor in the amounts and 
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by the persons set forth in paragraph 6 herein, and 
directed the issuance of said shares of stock upon pay¬ 
ment of the specified purchase price. 

“4. At the same meeting of the board on May 15,1935, 
the secretary reported that Louis W. Gunby had of¬ 
fered to sell to the corporation certain securities, 
enumerated in a statement then presented, for the sum 
of $470,827.86, provided the corporation would assume 
payment of his personal note of $30,000 due to the 
First National Bank of Baltimore. The board there¬ 
upon authorized and directed the purchase of the se¬ 
curities and the assumption of payment of the note 
and directed that payment for said securities be made 
to Gunby upon proper transfer and delivery thereof to 
the corporation. 

“5. Also at the first meeting of the board of directors 
a resolution was adopted as follows: 

Resolved, That Louis W. Gunby, President of the 
corporation, be and he is hereby authorized, empow¬ 
ered and directed, from time to time, to purchase 
and/or to sell and transfer for and on behalf of the 
corporation such securities as, in the exercise of his 
sound discretion, he may deem it wise or expedient for 
the corporation to purchase and/or to sell. 

“6. On July 3, 1935, when the stock certificates were 
ready for delivery, the capital stock of the corporation 
was issued to the original subscribers as follows: 


Certificate 

Preferred stock 

Common stock 

Date 

No. 

Name 

shares 

amt. 

shares 

amt. 

5-15-35 

1 

Louis W. Gunby (father) 

3,850 

$385,000 

. . 

• • 

5-15-35 

o 

art 

Louis W. Gunby (father) 

650 

65,000 



5-15-35 

1 

Graham Gunby (son) 

• • • • 

■ • • • 

5 

$5 

5-15-35 

O 

Alice Gunby Fooks 







(daughter) 

• • • • 

• • • • 

5 

5 

5-15-35 

3 

Louise Gunby Pilchard 







(daughter) 

• • • • 

• a • • 

5 

5 

5-15-35 

4 

John K. Gunby (son) 

• • ■ • 

.... 

5 

5 

5-15-35 

5 

Joseph Y. Gunby (son) 

.... 

.... 

5 

5 



Total 

4,500 

450,000 

25 

25 
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“7. On July 3, 1935, Louis W. Gunby executed his 
check dated May 15, 1935, on the Salisbury National 
Bank to the order of the petitioner, in the amount of 
$450,000 in payment for the 4,500 shares of preferred 
stock of the corporation. On July 3,1935, certificate No. 

1 for 3,850 shares of preferred stock and certificate No. 

2 for 650 more shares of preferred, or a total of 4,500 
shares of preferred stock, dated May 15, 1935, in the 
name of Louis \V. Gunby, were executed and delivered 
for and on behalf of the corporation. 

“8. On July 3,1935, the corporation executed its check 
dated May 15, 1935, drawn on the Salisbury National 
Bank to the order of Louis W. Gunby in the amount of 
$440,827.86. On July 3, 1935, Louis W. Gunby deliv¬ 
ered the securities referred to in paragraph 4 hereof, 
having a net fair market value of $440,827.S6, and re¬ 
ceived the corporation’s check dated May 15, 1935, re¬ 
ferred to in this paragraph. 

“9. On July 3, 1935, after the said two checks of 
$450,000 and $440,827.86, respectively, had been deliv¬ 
ered, Mary S. Lowe, as private secretary to Louis W. 
Gunby and as secretary and bookkeeper of petitioner, 
took both checks to the Salisbury National Bank and 
deposited them to the accounts of the respective payees. 
The balance of Louis W. Gunby’s account in that insti¬ 
tution immediately prior to the entries occasioned by 
these two checks was $17,000.10 and the balance imme¬ 
diately subsequent thereto was $7,827.96. The balance 
in the account of petitioner in that bank immediately 
prior to the entries occasioned by these two checks was 
$3,861.08 and the balance immediately thereafter was 
$13,033.22. 

“10. Immediately after the certificates were issued to 
Gunby, he gave to his five children 650 shares of the 
preferred stock of the corporation by surrendering 
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certificate No. 2 to be transferred to them, and the 
transfer was made of 130 shares to each child, all of 
these certificates beinij: dated May 15, 1935. 

“11. A schedule of the securities turned over to the 
corporation by Gunby which were sold during the calen¬ 
dar years 1935 and 1936 by the corporation, together 
with their individual values as of pertinent dates, is in 
evidence. 

“12. Section 43 of article 23 of the Maryland Code An¬ 
notated requires that where capital stock is issued for 
property other than money, the board of directors 
must list the securities (a “stock issuance statement”) 
together with an appraisal and description thereof and 
file the same with the state tax commission. Upon re¬ 
ceiving the list, the commission, under law, submits a 
copy thereof for filing in the clerk’s office of the Supe¬ 
rior Court in the county in which the corporation is 
domiciled. The use of checks was employed in the 
foregoing transactions to obviate'the necessity of hav¬ 
ing the corporation submit to the Tax Commission of 
Maryland the aforesaid “stock issuance statement.” 
The corporation did not comply with the statutory re¬ 
quirement of an exchange. The transaction was in 
the form of a sale and purported to be a sale. 

“13. The deficiency in this case is the result of the 
Commissioner using the value of the securities as of 
May 15, 1935 (as in the case of a sale) as a cost basis 
rather than their cost to Gunby (as in the case of a non- 
taxable exchange). 

“14. For the purpose of this case the value of the se¬ 
curities turned over to the corporation by Gunby w T as 
the same on July 3, 1935, as on May 15, 1935. 


“Louis W. Gunby is 86 years old. He is president, 
treasurer, a director, and stockholder of the petitioner. 
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The petitioner was formed so that he might handle his 
estate while he was living and give his children the 
benefit of his experience and judgment in handling the 
interests that he gave them, and also to equalize his 
gifts among his children. 

“The petitioner did not file with the Maryland Tax 
Commission the list of securities, their market value, 
and their description as required by the Maryland 
Code when capital stock is issued for property other 
than money.” 


STATUTES INVOLVED. 

The pertinent provisions of the statutes involved 
are: 


Revenue Act of 1934, c. 27, 48 Stat. 6S0: 

Sec. 111. Determination of Amount of, and Rec¬ 
ognition of, Gain or Loss. 

(c) Recognition of Gain or Loss. —In the case 
of a sale or exchange, the extent to which the gain 
or loss determined under this section shall be rec¬ 
ognized for the purposes of this title, shall be de¬ 
termined under the provisions of section 112. 

Sec. 112. Recognition of Gain or Loss. 

(b) Exchange Solely in Kind .— 

##*###•• 

(5) Transfer to Corporation Controlled by 
Transferor .—No gain or loss shall be recognized 
if property 'is transferred to a corporation by 
one or more persons solely in exchange for stock 
or securities in such corporation, and immediately 
after the exchange such person or persons are in 
control of the corporation # # * 
#*####*# 

(h) Definition of Control .—As used in this sec¬ 
tion the term “control” means the ownership of 
at least 80 per centum of the voting stock and at 
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least 80 per centum of the total number of shares 
of all other classes of stock of the corporation. 

******** 

Sec. 113. Adjusted Basis for Determining Gain 

or Loss. 

(a) Basis ( Unadjusted) of Property .— 

******** 

(8) Property Acquired by Issuance of Stock or 
as Paid-in Surplus .—If the property was acquired 
after December 31, 1920, by a corporation— 

(A) by the issuance of its stock or securities 
in connection with a transaction described in 
section 112 (b) (5) (including, also, cases where 
part of the consideration for the transfer of such 
property to the corporation was property or 
money, in addition to such stock or securities) 
* * * then the basis shall be the same as it would 
be in the hands of the transferor, increased in 
the amount of gain or decreased in the amount 
of loss recognized to the transferor upon such 
transfer under the law applicable to the year 
in which the transfer was made. 
*####### 

Section 43, Article 23, Code of Public General 
Laws of Maryland, Annotated (Appendix, 
pp. 24-25) 

STATEMENT OF POINTS. 

Petitioner intends to rely upon the following points: 

(1) Petitioner acquired the securities through the 
medium of a nontaxable exchange within the mean¬ 
ing of section 112 (b)(5) of the Revenue Act of 1934 
and not by purchase. 

(2) Immediately after the transfer of the securities 
to petitioner, Louis W. Gunby was in control of peti- 
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tioner within the meaning of Section 112 (li) of the 
Revenue Act cf 1934. 

(3) Petitioner’s gain or loss from the sale of the 
securities in the tax years should not be computed 
upon the basis of the valuation of said securities on 
the date of acquisition by petitioner. 

(4) There are no deficiencies in petitioner’s income 
tax for 1935 and 1936 as found by the Board. 

(5) The decision of the Board is not supported by 
the evidence and is contrary to law. 

SUMMARY OF ARGUMENT. 

Section 112 (b)(5) of the Revenue Act of 1934 is 
rendered operative by the concurrence of two facts: a 
transfer of property by one or more individuals to a 
corporation solely in exchange for stock of such cor¬ 
poration; control (ownership of eighty per cent or 
more of the voting and non-voting stock) of the cor¬ 
poration by the transferor or transferors immediately 
thereafter. Both requirements were met here and ac¬ 
cordingly the gain or loss from the sale by petitioner 
of a portion of its securities should be arrived at by the 
use of Gunby’s cost as a basis rather than their value 
on the date of acquisition by petitioner. This conclu¬ 
sion is not disturbed by reason of the fact that the 
transfer was effected by means of legal and formal 
steps ordinarily incident to a sale. 

1. The acts of Gunby and petitioner were re¬ 
lated parts of one transaction and the purpose 
and effect of the creation of petitioner and its acquisi¬ 
tion of Gunby’s securities in their relation to Section 
112 (b) (5) of the Revenue Act of 1934 cannot be deter¬ 
mined properly unless each act is considered in con- 
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nection with every other act in the plan. The transac¬ 
tion as a unit defines its character and no true inter¬ 
pretation may be given the several steps unless the 
transaction is viewed as a whole. 

2. In the field of taxation the Courts regard the 
substance of the transaction and not the form. In the 
light of this principle and viewing the transaction as a 
whole rather than each component part thereof sep¬ 
arately, the transfer in question was an exchange and 
not a sale. Any other rule would set at naught the in¬ 
tent of Congress in the statute. 

3. The principle in the field of taxation that the 
Courts regard the substance of a transaction and not 
its form is uniform and applies equally to the taxpayer 
as well as to the Government. 

4. Even if the state authorities had recognized pe¬ 
titioner’s original stock issue as- being a sale rather 
than an exchange, as respondent contends, the ruling 
by the state authorities could not control the applic¬ 
ability of Section 112 (b)(5) of the Revenue Act of 
1934 to the transaction here involved. 

ARGUMENT. 

Gunby transferred his securities to petitioner and 
immediately thereafter was in statutory control of peti¬ 
tioner. Hence the transaction was an exchange within 
Section 112 (b)(5) of the Revenue Act of 1934 and 
petitioner’s gain or loss from the sale of the securities 
should not be computed upon the basis of the valua¬ 
tion of said securities on the date of acquisition by 
petitioner. 
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1. The Acts of the Parties Were Related Parts of One 

Transaction. 

Petitioner was created bv Louis W. Gunbv as a con- 

* w 

venient instrumentality of equally dividing his prop¬ 
erty among his five children (R. 17-1S). This method 
permitted him, through his stock ownership in peti¬ 
tioner and by specific authorization of the board of 
directors, to continue to manage the property during 
his lifetime as if title to the same had not passed to 
petitioner (R. 15-18). His purpose was accomplished 
by transferring his securities, valued at $470,S27.S6, 
and cash in the amount of $9,172.14 to petitioner and 
received therefor 4,500 shares of petitioner’s pre¬ 
ferred stock valued at $100.00 per share and its agree¬ 
ment to assume his indebtedness to the First National 
Bank of Baltimore in the amount of $30,000.00 (R. 15). 

The substance and result of this transaction is ex¬ 
actly that contemplated by Section 112 (b) (5) of the 
Revenue Act of 1934, supra. For, upon completion 
of the transaction, petitioner owned Gunbv’s securi¬ 
ties and Gunbv owned 4,500 shares or all of the out¬ 
standing preferred stock and his children owned 25 
shares or all of the outstanding common stock of peti¬ 
tioner. As both classes of stock carried voting privi¬ 
leges, Gunbv, immediately after the exchange, was in 
control of petitioner as defined in Section 112 (h) of 
the Revenue Act of 1934. Thus, this being a nontax- 
able exchange, the gain or loss from the sale by peti¬ 
tioner of a portion of its securities should be arrived 
at by the use of Gunby’s cost as a basis rather than 
their value on the date of transfer, May 15, 1935. 

Had it not been that Gunbv and petitioner used the 
checks to effectuate the transaction, it could not be con¬ 
tended that the transaction did not fall within Section 
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112(b)(5) of the Revenue Act of 1934 and thus consti¬ 
tuted a nontaxable exchange. However, respondent 
contended, and the Board sustained his view, that be¬ 
cause there were offers to purchase and sell, followed 
by an exchange of checks, this transaction escapes the 
provisions of the statute. To sustain this view, it is 
necessary to wholly ignore the purpose and substance 
of this transaction and give controlling effect to mean¬ 
ingless form. 

Respondent and the Board have failed to consider 
the fact that at the time of the transaction neither the 
bank account of petitioner nor of Gunby had a balance 
that would have been nearly sufficient to meet the 
checks which were drawn against them (R. 16, 17). 
Had these checks not been put through simultaneously, 
each item offsetting the other, their use would have 
been abortive. Any effort to split the transaction into 
a purchase of petitioner’s stock and a sale of Gunby’s 
securities must fall in the light of the insufficiencv of 
the respective bank accounts. 

In further support of petitioner’s contention that 
to properly interpret the transaction it must be viewed 
in its entirety and not considered step by step, it should 
be remembered that although the board of directors of 
petitioner authorized the purchase of Gunby’s securi¬ 
ties on May 15,1935, and the securities were valued as 
of that date, nevertheless they were not transferred 
to the corporation until the stock certificates of peti¬ 
tioner could be printed and prepared for issuance on 
July 3,1935. This was in order that all the steps in the 
single transactions might be taken at the same time 
and the exchange accomplished without the actual pass¬ 
ing of monev or credits other than those necessary to 
make the value of petitioner’s stock issued to Gunby 





12 


and his children equal to the net value of the Gunby 
securities which "were transferred to petitioner (R. 
16). 

Plainly the facts of this case require the conclusion 
that but a single transaction was involved. 

2. The Substance of the Transaction and Not the 
Form Should Prevail. 

Respondent and the Board could have arrived at the 
deficiency in this case only by ignoring the substance 
of the transaction and applying thereto their interpre¬ 
tation of the formal steps that were taken. This is 
not the proper method of determining tax liability 
under the income tax laws. In United States v. Pliellis , 
(1921) 2#7 U. S. 156, 168, the Court said: 

“We recognize the importance of regarding 
matters of substance and disregarding form in 
applying the provisions of the sixteenth amend¬ 
ment and income tax laws enacted thereunder.” 

See also Gulf Oil Corporation v. Leivellyn, (1918) 248 
U. S. 71. 

The outstanding authority in this jurisdiction sus¬ 
taining the principle that if an exchange is the result 
achieved it is to be so regarded under the statute de¬ 
spite the fact that the steps used to reach the result 
may bear the form of sales and purchases is Labrot v. 
Burnet , (1932) &7 F. 2d 413; 61 App. D. C. 47, affirm¬ 
ing 18 B. T. A. 332. There a corporation had been or¬ 
ganized for the purpose of taking over real estate 
owned by a partnership, the capital stock being sub¬ 
scribed by the partners and the partners being charged 
therefor on the books of the partnership at the price of 
$500 per share. The partners thereupon offered to sell 
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and the corporation agreed to buy certain real estate at 
a stated price. Part of this price was paid by the cor¬ 
poration in cash and the rest was credited on the in¬ 
debtedness of the partners for their stock. The result 
in that case as here was that the partners had, through 
the mechanics of the sale, transferred property to the 
corporation and received its stock in an amount suffi¬ 
cient to leave them in control of the corporation. In¬ 
voking a statute which was the predecessor of the stat¬ 
ute now involved and differed from it only in a par¬ 
ticular not pertinent here, respondent, contrary to his 
position in this case, contended that tax law deals with 
results only and that where the result contemplated 
by the statute was accomplished, the formal steps 
taken in reaching that result were immaterial. The 
Board of Tax Appeals and this Court upheld re¬ 
spondent’s contention, stating that in interpreting the 
statute substance and not form determined its appli¬ 
cability and that since the result accomplished was that 
property formerly owned by the partnership had been 
transferred to a corporation controlled by the trans¬ 
ferors, the transaction was one of the kind in which 
Congress did not intend, for the purposes of taxation, 
to recognize either gain or loss. The Board of Tax 
Appeals in its opinion (18 B. T. A. 332), in language 
quoted by this Court with approval, pointed out that 
after the conveyance the individuals composing the 
partnership were in reality in no different position 
than they were before. In the present case, Gunby, 
after completing the transaction, was in reality in no 
different position than he was before, since the securi¬ 
ties which he had formerly owned directly he still 
owned through the medium of the corporate entity. 
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The same principle was invoked and applied by 
the Circuit Court of Appeals for the Sixth Circuit in 
Snowden v. McCabe, 111 F. 2d 743 (1940). Indeed, as 
a correct statement of the principle that the ultimate 
criterion is not the form but the actual substance of 
a transaction, the court quotes at length and with 
approval from the opinion of this Court in the Labrot 
case, supra, p. 745. 

Equally in point is Kuldell v. Commissioner, 97 F. 
2d 725 (C. C. A. 5, 1938). There Kuldell organized a 
corporation and he and his wife subscribed to the 
stock. He thereupon delivered certain securities 
owned by himself and wife to a trust company with in¬ 
structions to sell them at the market prices and to buy 
them at the same prices for the corporation. This 
was done, the corporation getting the securities and 
Kuldell getting a check in the amount of the market 
price. This check was used to pay for the stock of the 
corporation and the money so received by the corpora¬ 
tion was in turn used by it to pay the trust company 
for the securities. Both the Board of Tax Appeals 
and the Circuit Court of Appeals held that this tran¬ 
saction, although in the form of purchases and sales, 
nevertheless was an exchange within the provisions of 
the statute, because the result accomplished was that 
contemplated by the statute. A closer analogy could 
not well be imagined. Here as there, no rational rea¬ 
son can be advanced for reaching any other result. 

The same rule is applied in enforcing the federal es¬ 
tate tax. In Rodenbough v. United States, 25 F. 2d 13 
(C. C. A. 3,1928) there was presented the question of 
whether in computing federal estate taxes a deduction 
from the gross estate of a decedent should be allowed 
under Section 403 (a)(2) of the Revenue Act of 1918 
permitting deduction of an amount equal to the value 
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of property received as a share in the estate of any 
person who died within five years prior to the death of 
the decedent, or acquired by the decedent in exchange 
for property so received. The decedent had liquidated 
stock and bonds received by her upon her father’s 
death and with the proceeds had purchased other se¬ 
curities. The Court held that the word “exchange” as 
used in this statute included the exchange of one prop¬ 
erty for another through the medium of money. 

The cardinal principle in the construction of statutes 
is that they are to be construed so as to carry out the 
purpose of the Congress. The courts have in num¬ 
berless cases given effect to the rule that the true sub¬ 
stance of a transaction and not mere form must con¬ 
trol. Of these the following are believed to be most 
closely analogous: Helvering v. TIindes, 74 F. 2d 537 
(C. C. A. 4, 1925); Bassick v. Commissioner, 85 F. 2d 
8 (C. C. A. 8, 1936); Starr v. Commissioner, 82 F. 2d 
964 (C. C. A. 4, 1936), certiorari denied 298 U. S. 680; 
First Seattle Dexter-Horton National Bank v. Com¬ 
missioner, 77 F. 2d 45 (C. C. A. 9, 1935); Prairie Oil 
and Gas Co. v. Hotter, 66 F. 2d 309 (C. C. A. 10,1933); 
Ahles Realty Cory. v. Commissioner, 71 F. 2d 150 
(C. C. A. 2, 1934), certiorari denied 293 U. S. 611; St. 
Louis Union Trust Co. v. United States, 82 F. 2d 61 
(C. C. A. 8, 1936); Board v. Commissioner, 51 F. 2d 73 
(C. C. A. 6, 1931); West Texas Refining Co. v. Com¬ 
missioner, 68 F. 2d 77 (C. C. A. 10,1933). 

Against this overwhelming weight of authority, the 
opinion of the Board of Tax Appeals cites merely the 
decision in Minnie C. Brackett, Administratrix, 19 B. 
T. A. 1154 (1930). This decision, however, was cited 
to and disregarded by this Court in the Labrot case 
(See Gov’t. Br. in Labrot v. Commissioner, p. 13). 
Subsequent affirmance of the Brackett case, 57 F. 2d 
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1072 (C. C. A. 7, 1931) is without weight since it was 
merely a per curiam pursuant to stipulation of coun¬ 
sel. There is plainly no basis in authority or reason 
upon which to rest the Board’s holding that in the in¬ 
stant case form of the transaction must control and 
the true substance be disregarded. 

3. The Rule That Substance and Not Form Controls 
is Uniform and is Properly to be Applied for the 
Benefit of the Taxpayer as Well as of the Gov¬ 
ernment. 

It is contended by respondent that he is empowered to 
interpret a transaction in that light which will produce 
the greatest revenue. In other words, it is argued that 
consideration of substance and not form is available 
only to the Government as a means of preventing tax 
avoidance, and that in cases where an increased tax 
would be payable if full effect were given to all the 
formal steps, the courts may and will ignore the sub¬ 
stance of the transaction. Uniformly, however, the 
courts have denied this inequitable contention and have 
held that the principle that substance and not form 
controls applies in all tax cases whether the applica¬ 
tion will benefit the taxpayer or the Government. In 
Prairie Oil and Gas Co. v. Hotter, 6&F. 2d 309 (C. C. A., 
10, 1933), supra, rejecting exactly the same conten¬ 
tion, the Court said (p. 311): 

“If a taxpayer sought to avoid a tax on the 
profits of such a sale as this by asking the Com¬ 
missioner to ignore the actualities he would shorth¬ 
and properly be reminded that taxation is an in¬ 
tensely practical matter and that the substance of 
the thing done, and not the form it took, must gov¬ 
ern.” 
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The Court then proceeded to apply this same rule 
against the Government. 

In United States v. Davison, 1 F. 2d 465 (W. D. Pa. 
1924) there was involved the question of whether a divi¬ 
dend was a cash or a stock dividend. The company 
declared a cash dividend and issued checks for it, but 
the stockholders at the same time issued their checks 
to the corporation in the same amount as a subscription 
to new stock. Rejecting the Government’s contrary 
contention, the Court held that the basic principle of 
taxation that substance and not form should control 
applied as well where it favored the taxpayer as where 
it favored the Government and concluded that the divi¬ 
dends were in reality a stock dividend and not taxable. 

Similarly, in the construction of the same exchange 
provision of the Revenue Act that is involved here, the 
Board of Tax Appeals in Gladys Bilicke, (1930) 20 
B. T. A. 784, applied against the Government the rule 
that substance and not form controlled. 

Also, the Board of Tax Appeals in the case of 
Charles Hall, (1934) 31 B. T. A. 125, said (p. 130): 

“If the participants in a complicated reorgani¬ 
zation, or the Government, were left free to de¬ 
termine tax liability upon a single step, the resuit 
might well be entirely out of harmony with the 
realities of the case and the actual situation of the 
taxpayer.” 

It is apparent then that the rule that substance and 
not form controls is as applicable here as if its appli¬ 
cation benefitted the Government. 
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4. State Law Cannot Control Applicability of Section 
112(b)(5), Revenue Act, 1934. 

The foundation of the Board’s decision is reflected 
in the following quotation from the opinion (R. 18,19): 

“The form of a sale was, it [petitioner] says, 
merely ‘employed to obviate the necessity of sub¬ 
mitting’ to the Maryland Tax Commission the list 
of securities received for shares issued. By rea¬ 
son, therefore, of the petitioner’s willful conduct 
the state authorities have recognized its original 
stock issue as being for money. Is the Board, a 
Federal tribunal, to hold that this is not so and thus 
in an unrelated Federal proceeding intimate either 
that the petitioner has flouted the law of its crea¬ 
tion or that the state has winked at the petitioner’s 
failure to comply with it?” 

In the first place there is no evidence in the record 
that the State authorities have recognized petitioner’s 
original stock issue as being for money. Thus, the 
assumption that to call the transaction anything but a 
sale would be to imply a fraud to petitioner, or laxity 
on the part of the state is entirely unwarranted. 
Whether a transaction is a sale or a nontaxable ex¬ 
change for the purpose of finding a basis upon which 
to determine a capital gain or loss under the Revenue 
Act of 1934, is governed first by the limitations of the 
Act and second, interpretation of it by Federal instru¬ 
mentalities. In what category a transaction might be 
placed under a state statute or what interpretation a 
state commission or court would place thereon could 
not, with the greatest stretch of the imagination, have 
any bearing upon a Federal court’s interpretation of 
a Federal income tax law. 

Section 43, Article 23 of the Code of Maryland re¬ 
lates solely to the regulation of corporations. It is not 
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a taxing statute which could be said even remotely to 
resemble the Revenue Act here under consideration. 
So, it cannot be contended that petitioner is attempting 
to avoid state tax on the one hand by claiming the 
transaction to be a sale, and federal tax on the other 
by calling the transaction an exchange. 

The Maryland statute merely sets forth under what 
circumstances a stock issuance statement must be sub¬ 
mitted. Such a statement is the listing and valuing of 
the property to be exchanged for the stock of the cor¬ 
poration. Even had the formal steps taken here been 
eliminated, such a transaction w T ould have fallen out¬ 
side of the true intent and purpose of the statute which 
was designed for the protection and enlightenment of 
stockholders of a corporation who might otherwise 
have no knowledge of whether or not their corpora¬ 
tion was being properly compensated for its stock. 

In Labrot v. Burnet, supra, a similar situation was 
presented to this court. A transaction in the form 
of a sale between a partnership and a Maryland cor¬ 
poration was subject to the same provisions and inter¬ 
pretations of the Maryland law here involved. There 
this court held the transaction to be an exchange and 
not a sale within the meaning of the Federal Revenue 
Acts, disregarding any interpretation which may other¬ 
wise have been given the transaction under Section 43, 
Article 23 of the Maryland Code. In the case of Kul- 
dell v. Commissioner, supra, a similar statute of Texas 
was involved (Vernon’s Annotated Texas Statutes, 
Vol. 3, Art. 1308), yet the Circuit Court of Appeals for 
the Fifth Circuit held that substance and not form con¬ 
trols and that the transaction, which was indistinguish¬ 
able from that in the present case, was an exchange 
under the Federal Revenue Acts. 
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The case of Howard v. Commissioner, 56 F. 2d 781 
(C. C. A. 6, 1932), involved the question of whether a 
transaction between a Michigan corporation and an 
Illinois corporation was to be considered a sale or re¬ 
organization. Regarding the effect of a Michigan 
statute similar to the Maryland statute here involved 
upon the interpretation of a Federal income tax law, 
the Court said (p. 782): 

“The evidence discloses that there was some 
doubt whether the Michigan corporation law per¬ 
mitted a corporation to sell its assets for any¬ 
thing but cash. The note was given to allay such 
misgivings, but it would seem clear that the course 
pursued was merely a subterfuge whereby assets 
could be purchased with stock. There was, it would 
seem, no intention to pay the note in cash. The 
giving of the note with the accompanying option 
was merely the means whereby the preferred 
stockholders were to acquire an interest of dimin¬ 
ished value in the new corporation in exchange 
for and in lieu of their stock in the old. The 
present case falls within the letter of section 
202(c)(2) of the Revenue Act of 1921, and, we 
think, also within its spirit.’ ’ 

In CaJioon v. Hopkins, 5 F. Supp. 419 (N. D. Tex. 
1933) it was held that the fact that the property in¬ 
volved was momentarily vested in the hands of trustees 
in order to avoid violation of the Texas anti-trust laws 
in no way affected the character of the transaction as 
a reorganization or a merger within the meaning of 
the Federal income tax laws. 

In American Security & Trust Co. et al v. Tait, 5. F. 
Supp. 337 (D. Md. 1933), it was determined that for 
income tax purposes the transaction involved was a 
merger and not a sale although the transaction in form 
constituted two separate sales in order to avoid the 
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prohibition of a local statute against issuance of bank 
stock except for cash. The court said (pp. 340-341): 

“As appears from the opinion of the Board, its 
conclusion that the transaction was a sale was 
based on the consideration that under the local 
banking law in the District of Columbia the Trust 
Company could not properly directly exchange its 
stock for the stock of the Bank but could issue new 
stock only for actual cash. This view of the matter 
seems to me to place undue emphasis on the local 
banking law and give too little importance to the 
effect of the national income tax law. Doubtless 
the contract was cast in the particular form it took 
to meet the requirements of the local banking law 
but the question with which w*e are here concerned 
deals primarily with the application of the income 
tax law rather than with the local banking law. 
In form, at least, the transaction did comply with 
the local banking law and the Comptroller of the 
Currencv so determined.” 

9 / 

In an earlier case involving local banking laws, it 
was said (Thurber v. Commissioner, 84 F. 2d 815, 818 
(C. C. A. 1,1936)): 

“For purposes of taxation, mergers meeting the 
requirements of the Revenue Acts will be recog¬ 
nized as such whether they are made under the 
provisions of the banking law or not. Pinellas Ice 
Co. v. Commissioner, 287 U. S. 462, 53 S. Ct. 257, 
77 L. Ed. 428.” 

The Bilicke case, 20 B. T. A. 784, supra, also sup¬ 
ports petitioner’s contention. There, a California law 
permitted conveyance or transfer of a minor’s estate 
only upon payment in cash after approval of the court 
having jurisdiction. In compliance with the statute, 
the guardian of two minors obtained from a corpora¬ 
tion an offer to buy their properties for cash. The 
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offer was accepted and the sale approved by the court. 
However, payment to the minors w*as in fact made with 
stock of the corporation, no cash whatsoever being in¬ 
volved. The Government contended that to call this 
transaction an exchange would be to indicate a viola¬ 
tion of the probate court’s order. Overruling this 
contention, and holding the transaction a nontaxable 
exchange, the Board said (p. 792): 

“If there was a violation of the orders of the 
court on the part of the guardian of the minors, 
such violation may be a matter of concern to the 
court whose orders were so violated but we are 
concerned only in determining what action oc¬ 
curred.” 


CONCLUSION. 

The Board in its opinion has made an assumption 
which is unsupported by the record, thereby injecting 
into its opinion a question of law T which is wholly extra¬ 
neous to the true questions involved. The Board as¬ 
sumes that Gunbv used the cost of the securities to him 
as a basis in computing a personal capital gain or loss 
resulting from what it refers to as the sale of his se¬ 
curities to petitioner (R. 18). There is no evidence 
in the record to support this assumption. The conclu¬ 
sion that such cost basis should not be used again to 
determine gain or loss on the sale of the securities of 
a succeeding owner, especially his own corporation, (R. 
18) is vitiated by the speculative nature of the premise 
upon which it rests. This unwarranted assumption of 
fact leads the opinion into a useless discussion of the 
circumstances under which a corporation is to be rec¬ 
ognized as a separate taxable person, concluding that 
it is usually so recognized, citing two conflicting cases 
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(R. 18). That question of law is not involved in this 
case and the discussion of it adds nothing to a judicial 
determination of the issues here involved nor to any 
point raised by respondent or petitioner before the 
Board. 

Aside from its meaningless conclusions and discus¬ 
sion of unrelated questions, all based upon an entirely 
speculative premise, it appears that the Board has 
reached its decision by giving unwarranted effect to a 
state statute, relying in turn upon the authority of its 
own prior decisions already repudiated by this Court. 
In doing so, it has inferentially, but none the less 
clearly, set up the doctrine that whether a transaction 
within the meaning of the law is to be regarded as a 
sale or an exchange depends not upon the intent of the 
Congress, nor upon any fixed rule that substance rather 
than form of a transaction is controlling, but upon 
whether interpretation of the acts of the parties as 
constituting a sale or an exchange will create an end 
result favorable to the Commissioner in each particu¬ 
lar case. Cf. dissenting opinion (R. 19, 20). Such a 
doctrine must, of course, make a mockery of any Board 
review of such a question. Whether stated in so many 
words or, as here, applied sub silentio, it should be 
struck down in terms clear and unmistakable. 

It is respectfully submitted that the decision of the 
Board of Tax Appeals should be reversed. 

William Stanley, 

J. Edward Burroughs, Jr., 
William D. Donnelly, 
William P. Arnold, 
Attorneys for Petitioner. 



24 


APPENDIX. 

Article 23, section 43 of the Code of Public General 
Laws of Maryland provides: 

“Any corporation of this State may, from time 
to time, subject to any limitation or restriction 
contained in the charter or by-laws of such corporation, 
issue shares of its stock of any class and securities con¬ 
vertible into shares of its stock of any class pursuant to 
authorization given in the manner following: 

(1) If there are no shares of stock outstanding and 
entitled to vote thereon or if empowered so to do by the 
charter, the board of directors may, by resolution, au¬ 
thorize the issuance of any number of shares of stock 
of one or more classes and/or any amount of conver¬ 
tible securities, from time to time, for such considera¬ 
tions as said board of directors may deem advisable. 
The board of directors shall, by resolution, state its 
opinion of the actual value of any consideration other 
than money for which it authorizes such stock and/or 
convertible securities to be issued. 

#*#*#**« 

(3) The corporation shall prepare a statement in 
such form as may be prescribed or permitted by the 
State Tax Commission, showing: 

(a) That the corporate action required by this sec¬ 
tion has been duly taken. 

***#**#• 

(c) In the case of stock and/or convertible securities 
authorized to be issued for a consideration other than 
money, the number of shares of each class and/or the 
amount of convertible securities authorized to be is¬ 
sued therefor, a particular description of such consid¬ 
eration, showing its nature and character, and the ac¬ 
tual value of such consideration as fixed by the board 
of directors. 
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(4) Such statement shall be signed and acknowl¬ 
edged in the name and on behalf of the corporation by 
the president or a vice-president, with the corporate 
seal affixed and attested by the secretary or an assis¬ 
tant secretary, and the matters and facts therein set 
forth shall be verified under oath by the chairman or 
secretary of the meeting of the board of directors or 
the stockholders, as the case may be, at which the issu¬ 
ance of the stock and/or convertible securities therein 
mentioned shall have been authorized. 

(5) Such statement, together with a copy thereof, 
shall be delivered to the State Tax Commission, which, 
upon the payment, and not before, of the recording 
fees for which provision is hereinafter made, shall re¬ 
ceive the same for record and endorse thereon the date 
and time of such receipt and promptly record the same; 
and the State Tax Commission shall forthwith transmit 
a copy threof duly certified by it to the Clerk of the 
Circuit or Superior Court (according to the location of 
the principal office of the corporation), by whom the 
same shall be again recorded. * * *. 

(6) After the receipt for record of such statement by 
the State Tax Commission, the corporation may forth¬ 
with or from time to time issue the stock and/or con¬ 
vertible securities therein mentioned for the considera¬ 
tion therein specified.” 
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In the United States Court of Appeals for 
the District of Columbia 

April Term, 1940 


No. 7742 

Louis W. Gunby, Inc., petitioner 

v. 

Guy T. Helvering, Commissioner of Internal Revenue, 

RESPONDENT 


OS PETITION FOR REVIEW OF DEC IS! OS OF THE US IT El) STATES 

HOARD OF TAX APPEALS 


BRIEF FOR THE RESPONDENT 


OPINION BELOW 

The only previous opinion is that of the United States Board 
of Tax Appeals (R. 14-20) which is reported in 41 B. T. A. 
884. 

JURISDICTION 

This proceeding involves deficiencies in income tax of $197.40 
for the year 1935 and of $1,702.61 for the year 1936 and is 
taken from a decision of the Board of Tax Appeals entered 
on April 23, 1940. (R. 20.) The appeal is brought to this 

Court by a stipulation of venue (R. 20-21) and by taxpayer’s 
petition for review (R. 21-24) filed on July 11, 1940 (R. 24), 
pursuant to Sections 1141 and 1142 of the Internal Revenue 
Code. 
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QUESTION PRESENTED 

Where a corporation issued its shares for money to an indi¬ 
vidual, and purchased securities for money from the same 
individual, without filing a list of securities as required by the 
laws of the state of its creation in the case of capital stock 
issued for property other than money, is the basis to be used 
by the corporation, in computing a gain or loss on a subsequent 
sale of the securities acquired, the cost to the corporation 
under Sections 111 and 112, or the cost to the transferor under 
Section 113 (a) (8) because the original transfer was a non- 
taxable exchange under Section 112 (b) (5) of the Revenue 
Acts of 1934 and 1936? 

STATUTES INVOLVED 

The applicable statutes are set out in the Appendix, infra, 
pp. 16—17. 

STATEMENT 

The facts as stipulated and as found by the Board of Tax 
Appeals (R. 15-18) may be summarized as follows: 

The taxpayer filed income tax returns for the taxable years 
1935 and 1936 on the cash receipts and disbursements basis. 
(R. 15.) 

The taxpayer was incorporated on May 9, 1935, under the 
laws of Maryland with an authorized capital stock of 5,000 
shares of preferred stock having a par value of §100 per share, 
and 1,000 shares of common stock having no par value. (R. 15.) 

On May 15, 1935, the first meeting of the incorporators and 
subscribers to the capital stock of the corporation was held. 
At that meeting the bylaws of the corporation were adopted, 
paragraph 5, article 1 of which provided, among other things, 
that each stockholder should have one vote for each share of 
stock, preferred or common. On May 15, 1935, the board of 
directors held its first meeting at which, among other things, 
it authorized the issuance of 4,500 shares of preferred stock 
to be sold at $100 per share and 25 shares of common stock to 
be sold at one dollar per share, authorized the acceptance of 
subscriptions therefor in specified amounts by certain persons, 
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and directed the issuance of shares of stock upon payment of 
the specified purchase price. (R. 15.) 

At the same meeting of the board on May 15, 1935, the 
secretary reported that Louis W. Gunby had offered to sell to 
the corporation certain securities, enumerated in a statement 
then presented, for the sum of $470,827.86, provided the cor¬ 
poration would assume payment of his personal note of $30,000 
due to the First National Bank of Baltimore. The board 
thereupon authorized and directed the purchase of the securi¬ 
ties and the assumption of payment of the note and directed 
that payment for the securities be made to Gunby upon proper 
transfer and delivery thereof to the corporation. (R. 15.) 

Also at the first meeting of the Board of directors a resolu¬ 
tion was adopted as follows (R. 15-16): 

Resolved, That Louis W. Gunby, President of the 
corporation, be and he is hereby authorized, empowered 
and directed, from time to time, to purchase and/or to 
sell and transfer for and on behalf of the corporation 
such securities as, in the exercise of his sound discretion, 
he may deem it wise or expedient for the corporation to 
purchase and/or to sell. 

On July 3, 1935, when the stock certificates were ready for 
delivery, the capital stock of the corporation was issued to the 
original subscribers as follows (R. 16): 


Date 

Cer¬ 

tifi¬ 

cate 

No. 

I 

Name 

^ Preferred stock 

| Common stock 

| Shares 

Amount 

Shares 

Amount 

5-15-35 . 

1 

Louis \V. Gunby (father)_ 

1 

3.850 

$3N5.000 



5-15-35 . 

2 

Louis W. Gunby (father). . . 

650 

65,00O 



5-15-35 _ . 

1 

Graham Ounbv (son). 



7 

$5 

5-15-35. 

o 

Alice Gunbv Kooks (daughter) . . 



5 

5 

5-15-35 .. 

3 

Louis*' Gunbv Pilchard (daughter).. 



5 

5 

5-15-35. 

4 

John K. Gunby (son). . 



5 ' 

5 

5-15-35. 

5 

Joseph V. Gunby (son).. 



5 

5 

Total... 

1 

j 

4.500 

450.000 

25 

25 


On July 3. 1935. Louis W. Gunby executed his check dated 
May 15. 1935, on the Salisbury National Bank to the order 
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of the corporation, in the amount of $450,000 in payment for 
the 4,500 shares of preferred stock of the corporation. On 
July 3. 1935, certificate No. 1 for 3,850 shares of preferred 
stock and certificate No. 2 for 650 more shares of preferred, or 
a total of 4,500 shares of preferred stock, dated May 15, 1935. 
in the name of Louis W. Gunby, were executed and delivered 
for and on behalf of the corporation. (R. 16.) 

On July 3. 1935. the corporation executed its check dated 
May 15. 1935. drawn on the Salisbury National Bank to the 
order of Louis W. Gunby in the amount of $440,827.86. On 
July 3. 1935. Louis W. Gunby delivered the securities having 
a net fair market value of S440.S27.86, and received the cor¬ 
poration’s check dated May 15. 1935. (R. 16.) 

On July 3, 1935. after the two checks of $450,000 and 
S440.827.S6, respectively, had been delivered, Mary S. Lowe, 
as private secretary to Louis W. Gunby and as secretary and 
bookkeeper of the taxpayer, took both checks to the Salisbury 
National Bank and deposited them to the accounts of the re¬ 
spective payees. The balance of Louis W. Gunby’s account in 
that institution immediately prior to the entries occasioned by 
these two checks was $17,000.10 and the balance immediately 
subsequent thereto was $7,827.96. The balance in the account 
of the corporation in that bank immediately prior to the 
entries occasioned by these two checks was $3,861.08 and the 
balance immediately thereafter was $13,033.22. (R. 16-17.) 

Immediately after the certificates were issued to Gunby, he 
gave to his five children 650 shares of the preferred stock of the 
corporation by surrendering certificate No. 2 to be transferred 
to them, and the transfer was made of 130 shares to each child, 
all of these certificates being dated May 15, 1935. (R. 17.) 

A schedule of the securities turned over to the corporation 
by Gunby which were sold during the calendar years 1935 
and 1936 by the corporation, together with their individual 
values as of pertinent dates, is in evidence. (R. 11-12.17.) 

Section 43 of Article 23 of the Maryland Code Annotated 
(1924) requires that where capital stock is issued for prop¬ 
erty other than money, the board of directors must list the 
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securities (a “stock issuance statement”) together with an 
appraisal and description thereof and file the same with the 
state tax commission. Upon receiving the list, the commis¬ 
sion, under law, submits a copy thereof for filing in the clerk’s 
office of the Superior Court in the county in wffiich the corpora¬ 
tion is domiciled. The use of checks was employed in the 
foregoing transactions to obviate the necessity of having the 
corporation submit to the Tax Commission of Maryland the 
“stock issuance statement.” The corporation did not comply 
with the statutory requirement of an exchange. The trans¬ 
action was in the form of a sale and purported to be a sale. 
(R. 17.) 

The deficiency in this case is the result of the Commissioner 
using the value of the securities as of May 15. 1935 (as in 
the case of a sale), as a cost basis rather than their cost to 
Gunby (as in the case of a nontaxable exchange). (R. 17.) 

The value of the securities turned over to the corporation by 
Gunby was the same on July 3, 1935. as on May 15. 1935. 
(R. 17.) 

Louis W. Gunby is 8G years old. He is president, treasurer, 
a director, and stockholder of the corporation. The corpora¬ 
tion was formed so that he might handle his estate while he 
was living and give his children the benefit of his experience 
and judgment in handling the interests that he gave them, and 
also to equalize his gifts among his children. (R. 17—IS.) 

The taxpayer did not file with the Maryland Tax Commis¬ 
sion the list of securities, their market value, and their descrip¬ 
tion, as required by the Maryland Code when capital stock is 
issued for property other than money. (R. 18.) 

The Board of Tax Appeals held that the original transac¬ 
tion was a purchase and sale and not a tax-free exchange under 
Section 112 (b) (5) of the Revenue Act of 1934. Therefore 
the Board determined that the basis for computing gain or loss 
from the subsequent sale in 1935 and 1936 of some of the 
securities was the cost to the corporation. (R. 1S-19.) The 
taxpayer appeals from that decision to this Court. 
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SUMMARY OF ARGUMENT 

The sole question in this case is whether the taxpayer, 
Gunby, Inc., purchased the securities, which it later sold, 
from Louis W. Gunby or whether there was a tax free exchange. 
If the former, then cost to the taxpayer is the basis for com¬ 
puting gain or loss on the subsequent sale by the taxpayer. 
If the latter, then cost to the transferor is the basis. 

The general rule is that every exchange is taxable. Certain 
exceptions are provided but these are construed most strongly 
against the taxpayer and he must bring his case squarely 
within the terms of the exception. The taxpayer does not 
meet that burden here. 

The transaction was purposely handled as a sale under 
Maryland law. It was in the form of a sale and purported 
to be a sale. It was so designated on the corporate records. 
A corporate check was given for the purchase price. Con¬ 
sidering the whole transaction there was a sale in fact and 
in substance. The taxpayer asks this Court to disregard 
what was actually done and to hold that what the parties 
intended to be a sale is not one in fact but a tax free exchange. 

Having by its own action carried out the transaction as a 
sale, the taxpayer must accept and bear the tax consequences. 
Having issued its shares of stock for money and with that 
money purchased the securities subsequently sold by it, the 
evidence should not now be warped into a finding that in 
reality the shares were issued in exchange for securities. 

Since there was a sale and not a tax free exchange, the 
gain from the sale of the securities by the taxpayer should 
be computed on the cost of the securities to it and not on the 
cost to the transferor. 

The cases relied upon by the taxpayer are distinguishable 
both on their facts and because they involved reorganizations, 
mergers or transfers to establish fictitious losses while this 
case involves a sale in form and in fact. 
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ARGUMENT 

I 

Where, pursuant to a resolution of its board, the taxpayer 
corporation “purchased” securities from its majority stock¬ 
holder paying therefor with a check which went through 
the normal channels of a bank, the transaction was a sale 
and not a tax free exchange, and upon the subsequent sale 
of those securities by the corporation, gain or loss is com¬ 
puted upon basis of cost to the corporation and not on the 
cost to the transferor 

The sole question in this case is whether the corporation 
originally purchased the securities from Louis W. Gunby or 
whether the transaction was a tax free exchange. If there was 
a sale, then cost to the corporation is the basis to be used in 
computing the gain or loss on the subsequent sale by it of the 
securities. If there was a tax free exchange, then cost to the 
transferor is the basis. 

Under the taxing statutes the general rule is that every ex¬ 
change is taxable. Certain exceptions to the general rule are 
provided. But these exceptions, being in the nature of exemp¬ 
tions from tax, are construed most strongly against the tax¬ 
payer 1 2 and he must bring his case squarely within the terms 
of the statute to be entitled to the exemption.- The taxpayer 
does not meet that burden herein. 

In Pinellas Ice. Co. v. Commissioner , 287 U. S. 462. a case in¬ 
volving the corresponding statutory previsions of the Revenue 
Act of 1926 to those in the case at bar, the Court held that a 
sale by one corporation to another of all of its property for 
a money consideration, part in cash and the remainder to be 
paid in instalments evidenced meanwhile by the promissory 
notes of the buyer, was not an “exchange” of property for 

1 Oklahoma v. Barnsdall Corp., 290 U. S. 521, 520; United Staten Trust 
Co. v. Helvering, 307 U. S. 57, 00; Heincr v. Colonial Trust Co., 275 U S 
232. 235. 

2 New Colonial Co. v. Helvering, 292 U. S. 435, 440; White v. United 
States, 305 U. S. 281, 292; Helvering v. Ind. Life Ins. Co., 292 U. S. 371. 
381; Woolford Realty Co. v. Rose, 2SG U. S. 319, 320. 

274769—40-2 
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cash and “securities” by a “party to a reorganization”, within 
the meaning of Section 203 (b) (3), (h) of the Revenue Act 
of 1926, which provides that in the transactions to which it 
refers the gain or loss shall not be considered in computing 
the income of the transferor. In its decision (p. 468) the 
Court stresses that, as in the case at bar, the “vendor” agreed 
“to sell” and “the purchaser” agreed “to purchase” certain 
described property for a definite sum of money. 

Cf. Cortland. Specialty Co. v. Commissioner, 60 F. (2d) 937 
(C. C. A. 2d); Sarther Grocery Co. v. Commissioner, 63 F. 
(2d) 6S (C. C. A. 7th), in both of which the transaction was 
held to be a sale. 

It was stipulated and the Board found (R. 17) that the tax¬ 
payer did not comply with the Maryland statutory require¬ 
ments governing exchanges but treated the transaction as a 
sale; also that the transaction “was in the form of a sale and 
purported to be a sale” (R. 17). The record as made is replete 
with the words “sale” and “purchase.” It was designated as 
a purchase and sale on the corporate records. (R. 15.) Sig¬ 
nificantly the word “exchange” appears nowhere in the records 
of the corporation or in any other writing. 

The transaction was simple. On May 9, 1935, Gunby, Inc., 
was organized as a Maryland corporation with broad powers. 
The directors at their first meeting on May 15, 1935, authorized 
the issuance of 4,500 shares of preferred stock at $100 per 
share and 25 shares of common stock at one dollar each. The 
directors then accepted subscriptions to the stock and directed 
issuance as follows: 4,500 shares of preferred to Louis W. 
Gunby and 5 shares of common to each of his five children. 
(R. 15.) 

At the same meeting the secretary of the corporation 
reported that (R. 15)— 

Louis W. Gunby had offered to sell to the corporation 
certain securities * * * for the sum of $470,827.86, 
provided the corporation would assume payment of his 
personal note of $30,000 due to the First National Bank 
of Baltimore. The board thereupon authorized and 
directed the purchase of the securities and the assump- 
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tion of payment of the note and directed that payment 
for said securities be made to Gunby upon proper 
transfer and delivery thereof to the corporation. 

On July 3, 1935, Louis W. Gunby delivered to the corpora¬ 
tion his check, dated May 15, 1935, in payment for 4,500 
shares of preferred stock. That check was deposited in the 
Salisbury National Bank to the corporation’s credit. On the 
same day he received two stock certificates representing a 
total of 4,500 preferred shares. (R. 16.) 

On the same day, Louis W. Gunby delivered to the corpora¬ 
tion securities having an agreed market value of $470,827.86. 
In payment, the corporation assumed a $30,000 obligation 
owed by him and delivered to him its check, dated May 15, 
1935, for the balance of $440,827.86. That check was credited 
to his account in the Salisbury National Bank. (R. 16). 

Both checks were negotiated by the bank and recorded on 
the accounts of the respective payees as is customary. On 
July 3,1935, the bank balances, after the two checks had cleared, 
were as follows (R. 16-17): 



Before 

After 

Difference 

Louis W. Gunby. 

$17,000.00 

3,861.08 

! 

$7,827.96 
13,033.22 

1 $9.172.14 (decrease) 

1 9.172.14 (increase) 

Gunby, Inc. 



i It will be noted that after the two checks went through the normal channels of the bank, Gunby’s 
account decreased and Gunby, Inc., increased in the same amount, namely $9,172.14. That figure 
is the difference between the corporation’s check paying for the securities purchased from Gunby 
($440,827.8(5) and Gunby's $450,000 check in payment of his subscription to capital stock of Gunby, 
Inc. 


Immediately after the certificates, dated March 15, 1935, 
w*ere issued to Gunby he transferred 130 shares to each of his 
five children. (R. 17.) 

Admittedly the corporation did not comply with Section 43 
of Article 23 of the Maryland Code Annotated (1924) which 
requires in the case of an exchange of stock for property that 
a list be filed together with an appraisal and description of the 
property with the state tax commission. (R. 17.) 

Now the taxpayer urges this court to disregard what was 
done in fact, to disregard the manner in which the transaction 
was actually handled and to say that what the parties intended 
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to be a sale is not one in fact but a tax free exchange. To 
support this position it is urged that substance and not form is 
controlling. 

But to sustain the taxpayer this Court must hold that what 
was a “sale” is not one in fact. On the other hand, the Com¬ 
missioner contends that there was a sale in form, fact and 
substance and the rule applies that “what was actually done, 
rather than the declared purpose of the participants” is con¬ 
trolling. United States v. Phellis, 257 U. S. 156, 172; Weiss 
v. Stearn, 265 U. S. 242, 254. 

The circumstances in the case at bar do not show that in 
substance there was an exchange. The facts speak for them¬ 
selves—here there was a sale in fact and not in fiction. In 
similar cases the courts and the Board have held the trans¬ 
action a sale. 4 

While the transaction was effected by the exchange of checks, 
that in no way changes the essential requirements of a sale. 
Gunby, Inc., received payment for its capital stock from Louis 
W. Gunby and the latter received payment for the stock he 
sold to Gunby, Inc. It was not necessary for Louis W. Gunby 
to get dollars to hand to Gunby, Inc., and then have Gunby, 
Inc., hand back to him the same dollars. Mutual credits in 
the bank accounts of each was sufficient. There was consid¬ 
eration, delivery, and payment, the essentials of any sale. 

* Brackett v. Commissioner, 19 B. T. A. 1154, affirmed, 57 F. (2d) 1072 
(C. C. A. 7th) (where three individuals transferred assets to a new cor¬ 
poration. receiving the corporation’s check in payment, and immediately 
endorsed the check back to the corporation in payment for its capital 
stock) ; Knox v. Commissioner, 113 B. T. A. 972 (petitioner purchased stock 
of E Company: E Company then purchased >1 Company stock from peti¬ 
tioner; held, a sale, not exchange of stock for stock); 1 Veils v. Commis¬ 
sioner, 29 B. T. A. 222 (facts substantially similar to Knox case, supra) ; 
Hoult v. Commissioner, 24 B. T. A. 79, petition to review dismissed. 39 F. 
(2d) 1055 (C. C. A. 6th) (where taxpayer sold Company A stock to or¬ 
ganizer of Company B for $50 per share and with proceeds bought Com¬ 
pany B stock according to agreement, held sale, not exchange, even though 
taxpayer was bound to use proceeds for Company B stock): Hardwick v. 
Commissioner, 33 B. T. A. 249 (holding sale, where petitioners, owning T 
stock, organized A corporation, subscribing to all its stock for cash, then 
selling their T stock to A for cash) ; Saul v. Commissioner, 4 B. T. A. 639 
(trustees of Bank A’s stockholders received $400,000 from Bank B in 
part payment of A’s assets sold to B. and then, according to merger plan, 
paid the $400,000 back to B for stock in B; held a sale, not a merger). 
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There was also the intention to effect a sale rather than an 
exchange under local law. 

The taxpayer, in the case at bar, admittedly did not com¬ 
ply with the requirements of Article 23, Section 43, of the 
Maryland Code Annotated (1924), relating to issuance of 
shares of stock for other than cash. This transaction was 
carried out as a sale to avoid those requirements. This be¬ 
comes pertinent to show that the taxpayer intended and did 
issue stock for cash (not for property other than cash) and 
with that cash purchased the securities from Louis W. Gunby. 
There was a purchase and sale and not a tax free exchange. 

The Government does not contend, as taxpayer would have 
this Court believe (Br. 18-22), that the state law should con¬ 
trol in the construction of a federal statute. But the action 
taken shows an intent to issue stock for cash and not for 
property for state purposes but to repudiate what was done 
for federal income tax purposes. 

The same situation was present in Brackett v. Commis¬ 
sioner, 19 B. T. A. 1154, affirmed, 57 F. (2d) 1072 (C. C. A. 
7th). We must question the statement of the taxpayer 
(Br. 16) that the case is without weight since it was merely 
a per curiam pursuant to stipulation of counsel. By reference 
to the report of the Board’s decision it will be seen that this 
case and that of Ray v. Commissioner were consolidated for 
hearing. The Ray case was appealed and was affirmed on the 
merits, 57 F. (2d) 1083-1084 (C. C. A. 7th), and it was stipu¬ 
lated that the Brackett case would be governed by the decision 
in the Ray case. 

The controlling weight to be given to an intention to make 
a sale for federal income tax purposes is well illustrated in the 
case of Simpson v. Commissioner, 55 F. (2d) 815 (C. C. A. 
8th), certiorari denied. 286 U. S. 525. There, as in the instant 
case, the language used was to “sell” and “purchase”. The 
court held that such language was plain and free from am¬ 
biguity and could not be construed into an accommodation 
loan of certificates as taxpayer contended. In that case to 
avoid a local personal property tax on property held on 
June 1, the taxpayer in May, 1923, directed the bank to sell 
certain securities, held for her account, and to purchase United 
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States Treasury Certificates. She then directed the bank to 
sell, some time during the month of June, the Treasury Cer¬ 
tificates and repurchase the securities first sold. Similar trans¬ 
actions took place in May and June, 1924. The court held 
that these transactions were sales for income tax purposes. 
The court aptly said (p. 819): 

That petitioner’s federal income taxes have been in¬ 
creased by reason of such transactions was a risk which 
petitioner ran when she determined the form and nature 
of the transactions. 

The same is true in the instant case. Here there was a sale 
and the taxpayer as a result of its own action must accept and 
bear the tax consequences. 

As the Board said (R. 19). since the taxpayer in fact is¬ 
sued its shares of stock for money and with the money pur¬ 
chased the securities subsequently sold by it, the evidence 
should not now “be warped into a finding that in reality the 
shares were issued in exchange for securities.'’ 

Since there was a sale and not a tax free exchange, the gain 
from the sale by the taxpayer should be computed on the cost 
of the securities to it and not on the cost to the transferor. 

II 

The cases relied upon by the taxpayer are distinguishable 

both on their facts and because they involved reorganiza¬ 
tions, mergers or transfers to establish fictitious losses 

Cases involving reorganizations, mergers and transfers to 
establish fictitious losses are not comparable to the present case 
which involves the basis to be used in computing gain on the 
sale of securities. 

The difference is clearly pointed out in Higgins v. Smith, 
308 U. S. 473, where the Court said (pp. 477-47S): 

The Government may look at actualities and upon 
determination that the form employed for doing busi¬ 
ness or carrying out the challenged tax event is unreal 
or a sham may sustain or disregard the effect of the fic¬ 
tion as best serves the purposes of the tax statute. To 
hold otherwise would permit the schemes of taxpayers 
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to supersede legislation in the determination of the time 
and manner of taxation. It is command of income and j 
its benefits which marks the real owner of property. 

Labrot v. Burnet, decided by this Court. 57 F. (2d) 413, 61 
App. D. C. 47, involved a purported sale of property to a 
wholly owned corporation for half its then market value for 
the purpose of establishing a fictitious loss. In denying the 
loss this Court said (p. 414): 

If considered as a sale, it was, in effect, a sale to 
themselves for about half of the cost or value of the 
property, and we are of opinion that such a sale would j 
not have been made to others for such a price. 

This Court very properly looked through the form of the 
transaction to the substance, which in the particular case was 
a mere plan of subterfuge. Cf. Higgins v. Smith, supra. 

But the Labrot case is distinguishable on its facts because, 
in the instant case, there was an actual sale of securities at ! 
their then market value. There was nothing fictitious in the 
price nor in the manner in which the sale was effected. It 
was a real sale. 

Similarly Kuldell v. Commissioner, 97 F. (2d) 725 (C. C. A. 
5th), involved the creation of a corporation for the sole pur- • 
pose of establishing a fictitious loss. There Kuldell and his j 
wife organized the Mount Rose Company and were sole owners 
of its stQck except for one share. The husband then delivered 
certain securities to another company with instructions to sell j 
at market and then buy them at the same price for the 
Mount Rose Company. The husband received a check for 
the selling price of $473,417.65, deposited it, and gave his check 
to Mount Rose Company for $463,417.65 which, together with 
a previous check for $10,000, was deposited to the credit of 
that company. The company then gave its checks totalling 
$473,417.65 in payment of the securities purchased. The com¬ 
pany never did any other business, it was then without cash j 
and was subsequently dissolved and its assets, the securities ! 
purchased, were distributed to its stockholders. The court ] 
properly held that this was not a bona fide transaction re¬ 
sulting in a deductible loss to Kuldell. The basis of the de- j 
cision is that “no change was made in the true ownership of j 
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the securities.” The whole scheme was in fact a sham without 
a real business purpose. 

In the case of Snowden v. McCabe, 111 F. (2d) 743 (C. C. A. 
6th), there was a reorganization and transfer of assets from a 
club to a corporation under which former members of the club 
acquired stock in the new corporation. The taxpayer claimed 
a loss on the transaction contending that there was a sale of 
property. But the court held that there was not a sale of 
property and, assuming that there was a sale, the situation 
was like that in the Labrot case and was a sale to themselves 
at some 44% of the book value of the property. A sale on such 
terms would not have been made to outsiders. The court 
said (p. 746): 

As in Labrot v. Burnet, supra, if the conveyance be con¬ 
sidered a sale, it was in substance a sale by the partners 
to themselves, and at a little less than 44% of the book 
value of the property. Appellant and his partners 
doubtless would not have thought of selling the Farms’ 
assets to others on any such terms. Had they been 
sold at a price which it is reasonable to suppose, in view 
of their book value of $188,202.86, they would have 
brought, instead of $83,089.09, it is clear that the own¬ 
ers of the Farms would have experienced no such loss as 
is here claimed. We conclude that an apparent loss in 
the circumstances here presented is not recognizable 
under the applicable statute. 

Thurber v. Commissioner, 84 F. (2d) 815 (C. C. A. 1st), 
involved a consolidation or merger of two banks. The rec¬ 
ords of each were replete with evidence of intent to merge, 
and the concept of purchase and sale was totally incongruous 
with the entire history of negotiations between the tw'o insti¬ 
tutions. During the negotiations it was discovered that the 
law required new stock of a national bank to be paid for in 
cash. The national bank, upon receiving all the stock of the 
state bank, gave its check in payment therefor to the trustees 
acting for the old stockholders. That same check was immedi¬ 
ately endorsed back to the national bank in payment for 
the new national bank stock. Thus even the mechanics of the 
transaction differ materially from this proceeding. Here we 
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had two checks for different amounts, each going through the 
normal channels of the depository bank, to the credit of sepa¬ 
rate and distinct depositors. 

Howard v. Commissioner, 56 F. (2d) 781 (C. C. A. 6th), 
held that on the facts there was a reorganization. There the 
X corporation sold its assets to Y corporation for a 90-day 
note and an option to X to purchase Y stock to the full amount 
of the note. The option was exercised by X and the purchase 
price of the stock was paid for with the same note. The 
stockholders of X were denied a loss because there was a reor¬ 
ganization in which no gain or loss was recognized. The court 
held there was no intention to pay the note in cash and the 
transaction was merely a subterfuge whereby assets could be 
purchased with stock. 

Rodenbough v. United States, 25 F. (2d) 13 (C. C. A. 3d), 
involved estate taxes and the amount of a deduction from 
decedent’s gross estate for any property identified as having 
been inherited by decedent within 5 years prior to his death, 
or as having been acquired by decedent in exchange for prop¬ 
erty so received. It has no pertinence to the case at bar. 

United States v. Davison, 1 F. (2d) 465 (W. D. Pa.), in¬ 
volved the question of whether a certain dividend was a cash 
or stock dividend. It is not pertinent to the issues in the 
case at bar. 

It is submitted that none of the cases relied upon by the 
taxpayer are applicable to the facts of the instant case. Here 
there was a sale in form and in fact because the transaction 
purposely and intentionally was carried out as a sale and in 
no other form to comply with the law of Maryland. 

CONCLUSION 

The decision of the Board of Tax Appeals should be 
affirmed. 

Respectfully submitted. 

Samuel 0. Clark, Jr., 
Assistant Attorney General. 
Sewall Key, 

Newton K. Fox, 

Special Assistants to the Attorney General. 

November, 1940. 







APPENDIX 


Revenue Act of 1934. c. 277. 48 Stat. 680: 

Sec. 111. Determination of amount of. and recog¬ 
nition OF, GAIN OR LOSS. 

(a) Computation of gain or loss. —The gain from the 
sale or other disposition of property shall be the excess 
of the amount realized therefrom over the adjusted 
basis provided in section 113 (b) for determining gain, 
and the loss shall be the excess of the adjusted basis 
provided in such section for determining loss over the 
amount realized. 

(b) Amount realized. —The amount realized from the 
sale or other disposition of property shall be the sum of 
any money received plus the fair market value of the 
property (other than money) received. 

(c) Recognition of gain or loss. —In the case of a sale 
or exchange, the extent to which the gain or loss de¬ 
termined under this section shall be recognized for the 
purposes of this title, shall be determined under the 

provisions of section 112. 

♦ * * * * 

(U. S. C„ Title 26, Sec. 111.) 

Sec. 112. Recognition of gain or loss. 

(a) General rule. —Upon the sale or exchange of 
property the entire amount of the gain or loss, deter¬ 
mined under section 111, shall be recognized, except as 
hereinafter provided in this section. 

(b) Exchanges solely in kind .— 
***** 

(5) Transfer to corporation controlled by tra7is- 
feror. —No gain or loss shall be recognized if property is 
transferred to a corporation by one or more persons solely 
in exchange for stock or securities in such corporation, 
and immediately after the exchange such person or 
persons are in control of the corporation; but in the 

( 16 ) 
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case of an exchange by two or more persons this para¬ 
graph shall apply only if the amount of the stock and 
securities received by each is substantially in propor¬ 
tion to his interest in the property prior to the exchange. 

***** 

(h) Definition of control .—As used in this section the 
term “control” means the ownership of at least 80 per 
centum of the voting stock and at least 80 per centum 
of the total number of shares of all other classes of 

stock of the corporation. 

***** 

(U. S. C., Title 26, Sec. 112.) 

Sec. 113. Adjusted basis for determining gain 
or loss. 

(a) Basis ( unadjusted) of property .—The basis of 
property shall be the cost of such property; except 
that— 

* * # * ■# 

(8) Property acquired by issuance of stock or as paid- 
in. surplus .—If the property was acquired after Decem¬ 
ber 31, 1920. by a corporation— 

(A) by the issuance of its stock or securities in con¬ 
nection with a transaction described in section 112 (b) 
(5) (including, also, cases where part of the considera¬ 
tion for the transfer of such property to the corpora¬ 
tion was property or money, in addition to such stock 
or securities), or 

(B) as paid-in surplus or as a contribution to capital, 
then the basis shall be the same as it would be in the 
hands of the transferor, increased in the amount of 
gain or decreased in the amount of loss recognized to 
the transferor upon such transfer under the law applica¬ 
ble to the year in which the transfer was made. 

***** 

(U. S. C\. Title 26, Sec. 113.) 

The corresponding provisions of the Revenue Act of 1936. 
c. 690. 49 Stat. 1648. are the same, except that Section 112 (h) 
is substantially the same. 
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